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Coming —The merry month of May is at 
hand and so is an article by that modern 
master of gentle satire (‘‘The Decline and 
Fall of Capital Gains,’’ TAXES, September, 
1950), Walter J. Blum. Professor Blum 


indulges in a little whimsey in proposing 


elimination of the inequities which exist 
between oiimen and other taxpayers. The 
solution—an exchange of advantages—is 
simple; application thereof more difficult. 
His application of a ‘‘magical formula’ 


will, we predict, make you feel merrier, too 


Gerhard E. Seidel discusses the Morse case 
in which granting of an annuity to an em- 
ployee proved to be a costly affair for him. 
David H. Wilson analyzes the problem of 
whether the cost of goods sold includes 


over-ceiling wages and payments. 
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Administrative eee 


FEDERAL 
TAXES 


a 
Even the most liberal attitude would not 


have sustained that part of Regulations 111, Section 29.22 (a)-21 (c), 


which provides that the income of a trust be taxable to the grantor 


where he has a reversionary interest in the corpus or 


income 
therefrom which will or may be reasonably expected to take 
effect in possession or enjoyment within ten years from the date 
of the transfer. The regulation “does not merely create a rebuttable 
presumption; it is conclusive. When it appears that the trust is 
for a period of less than ten years, that ipso facto determines that 
the income is that of the settlor. If this regulation is to stand, 
it means that in reality there is no issue for the Tax Court to 
determine. There could be no purpose in the taxpayer offering 
or in the Tax Court hearing evidence as to the factors involved 
in the situation. . . . Without any alteration in the trust indentures 
and without any change in the relation of any of the parties 
thereto, that which was not income of the petitioners in 1944 and 
1945 became such in 1946. This remarkable transformation results, 
according to the Commissioner, from the regulation under dis- 
cussion. It isa result based upon fiction rather than the actualities 
of the situation. The result is so unreasonable and unfair as to 
be shocking. . . . [E]ven Congress would be without power to 
create the conclusive presumption which the Treasury has done 
in the regulation under attack. It is even more certain that an 
administrative agency is without authority to promulgate such 
a regulation. We conclude that it is void because it violates the 
Constitution and, in any event, is in conflict with the congres- 
sional enactment on the subject and is arbitrary and unreason 
able.”—Commissioner v. Clark, 53-1 ustc § 9217(CA-7). 


An ARMY OFFICER was tried by a court- 
martial and acquitted of the charge of conduct unbecoming an 
officer in that he dishonorably refused to pay his divorced wife 
monthly sums of money as required by the divorce decree. He 


was entitled to deduct as business expenses fees paid to the attor- 
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Interpretations 


ney who defended him, since he “was engaged in the business 
of being an officer and if he had been convicted, he would have 
been discharged from the trade or business.”—Howard v. Com- 
missioner, 53-1 ustc § 9213 (CA-9). 


ry 

I HE lawyer-client privilege is not all inclu- 
sive. In presenting proof of the income of a taxpayer by means 
of the net worth method, a lawyer testified as to sums of money 
which the taxpayer deposited with him. The taxpayer objected 
to this testimony on the grounds that the transactions were 
privileged. The objection was not well taken as the privilege only 
applies where the attorney acts in his professional capacity. 
“There is no magic in a law license that would prevent a lawyer 
from being required to testify to acts of this kind, just as the 
same type of testimony might be required of a banker or of a 
real estate broker. More important, where the party is being 
tried for a crime in furtherance of which the communication to 
the attorney was made and evidence has been introduced giving 
color to the charge, it is well settled that the communication is 
no longer privileged. . . .”—Pollock v. U. S., 53-1 uste { 9229 
(CA-5). 


PERSONAL LIABILITY was imposed on 
an assignee for the benefit of creditors who failed to pay the full 
taxes which the debtor had owed to the United States. He 
testified that the amount which he had paid was the amount which 
his secretary had told him that she had gotten by telephone from 


the local Internal Revenue office. However, a government wit- 


ness testified that at about the time the assignment was made, 
he had delivered to the assignee a notice and demand which 
contained full information as to the amount of the tax. Accord- 
ingly, since the assignee had used the rest of the assets to pay the 
other creditors, he was personally liable for the unpaid taxes. 
U.S. v. Goodman, 53-1 ustc { 9132(DC Calif.) 


PropuctTIon TAXES paid to Mexico on 
ore mined in that country are not income taxes or taxes in lieu 
of income taxes within the meaning of Section 131 (a) (1) or (h). 
Some of the factors considered and relied upon in rendering that 
decision were that production taxes in Mexico were in effect 
before income taxes; they were more than three times the income 
taxes; the miner paid nothing to the Government of Mexico, the 
owner of the ores, other than the taxes; production taxes were 
paid whether the ore was sold or not; and production taxes were 
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paid on the ore mined regardless of whether the miner had income 
on which an income tax was to be paid.—American Metal Com- 
pany, Ltd., CCH Dec. 19,475, 19 TC —, No. 106. 


Despi rE THE CONTENTION that accrued 
salaries had been forgiven prior to the sale by officers of a cor- 
poration of their interests therein, it was found that the negotia- 
tions relative to the forgiveness of the salaries were carried on at 
the same time as those regarding the sales of the stock. The 
agreements covering both transactions were executed on the same 
date. “It is significant to note that actual cancellation of the 
salaries on the books of the corporation was made only after 
complete compliance had been had with respect to the agree- 
ments pertaining to the sales of the stock and after the agreed 
sale price so inflated had been received by the petitioners.” 


Irving R. Lewis, CCH Dec. 19,484, 19 TC —, No. 107. 


Ni TES, representing indebtedness for the 
purchase of property, do not have to be secured by a mortgage 
on the property in order that the interest thereon be deductible 
as attributable to property held for the production of rents within 
the meaning of Section 22 (n) (4). “Our attention has not been 
directed to any accounting practice or rule which would treat the 
interest in question in any way other than a general expense of 
carrying the rental property, the interests in the property having 
been acquired with the proceeds of the loans evidenced by the 
notes, just as the property taxes on the rental property are 
treated as a direct expense of carrying the property. . . . Since 
the notes on which the interest is paid were in fact purchase 
money notes, it is proper accounting practice to our understand 
ing to treat the interest on the notes as an expense of the rental 
property.”——-Corinne S. Koshland, CCH Dec. 19,467, 19 TC 
No. 103 


rh 

| HE RELEASE of one of several persons 
who operated a still did not extinguish the liability of the others 
for the distilled liquor tax required by Section 2800 of the Code. 
This section imposes a joint and several liability; “it involves 
two distinct types of liabilities: one against each obligor indi- 
vidually and the other against all obligors jointly.” Part pay- 


ment of the tax by one, under a compromise agreement, was only 
a pro tanto satisfaction of the tax and the government could col- 
lect from the others on their individual liabilities —U. S. v 
Wainer, 53-1 ustc § 9210 (DC Il.). 
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The Administration 


lax evaders in criminal tax fraud cases 

longer have the benefit of the De- 

of Justice’s so-called “health policy” 

which the department normally did 

not prosecute the alleged tax evader where 

a question of health was raised and an exam- 
ination by a government-selected 

man tended to support such a claim. 


medical 


The policy has been ordered abandoned 
by Attorney General Herbert Brownell, Jr., 
who said public confidence was being under- 
mined by the fact that after tax evaders 
were excused from prosecution because of 
health reasons they again engaged in normal 
activities. Mr. Brownell further stated 
that “health considerations are not taken 
into account in deciding whether to pros- 
ecute in criminal other than those 
involving taxes. I can see no valid reason 
why the departmental practice in this respect 
should not be uniform.” 


cases 


Future decisions as to indi 


whether ar 
should not be tried on tax evasion 

£ : accoun f his health should 
according to the Attorney General, “be decided 
by the rather than by the Depart 


ment of Justice on an administrative basis 


that this was the first 
step in a review of tax enforcement policies 
which the Department of Justice intends to 
make in conjunction with the 
Department. 


courts, 


It was stressed 


Treasury 


The Congress 


Considerable publicity has been given re 
cently to the possibility of the extension of 
the excess profits tax. As was noted in 
this column last month, H. R. 2705, intro- 
duced by Representative Eberharter, would 
continue the tax for one year beyond its 
June 30, 1953 expiration date. Among Con- 
gressmen who have come out in favor of 


Washington Tax Talk 


Justice Department 


Drops ‘‘Health Policy” .. . 


Court Upholds Wagering Tax 


Washington Tax Talk 


the extension of the tax is 
F. Byrd, Virginia Democrat. 


Senator 


Harry 


Chairman Reed of the House Ways and 
Means Committee, “concerned about state 
ments suggesting continuation of the excess 
profits tax,” said it “must terminate on July 
1, 1953, as scheduled, to remove one great 
obstacle to a balanced budget. It is pre 
venting revenue dollars from being realized 
It is reducing revenue dollars which have 
already been realized through the creation 
of deductions for amounts spent in wasteful 
and inefficient practices. The only way we 
can stop this drain upon our economy and 
upon our revenues is to terminate the tax.” 
A number of bills have been introduced 
in the House of Representatives which would 
make amendments to the Internal Revenuc 
Code 


H. R. 3071 would amend Section 112 (b) 


(7) to change the due date for making and 
filing elections in the case of certain cor 
porate liquidations from “within thirty days 
after the adoption of the plan of liquidation” 
to “on or before the due date of the return 
of the shareholder for the taxable year dur- 


ing which the corporation was liquidated.” 


H. R. 3165 would amend Section 23 (k) (4) 
to permit the deduction of losses from worth 
less debts. 


H. R. 3312 would amend Section 22 (b) (2) 
to exclude from the gross income of retired 
employees the first $1,440 of retirement pen- 
sion and annuity payments, including, but 
not limited to, 


social security payments. 


H. R. 3370 would amend Section 25 (b) (3) 
to permit deductions for dependents residing 
in the Philippines. 

H. R. 3374 would amend Section 23 (c) to 
permit employees to deduct their contribu 
tions under private unemployment compen- 
sation disability benefit plans where such 
contributions are in lieu of contributions 
otherwise required by state law. 
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H. R. 3375 would amend Section 23 (x) 
so as to remove the 5 per cent limitation on 
the deduction of uncompensated medical 
expenses 


H. R. 3431 would amend Section 3748 (a) 
so as to extend the statutory period of lim- 
itations for criminal prosecutions of offenses 
under the internal revenue laws by the amount 
of time spent outside of the United States 
by the defendant. 


March hearings on two excise tax bills 
were scheduled by the House Ways and 
Means Committee. 


H. R. 1417, which would reduce the tax 
on low-priced cigarettes to $2.90 per thousand, 
was scheduled for a hearing on March 25. 


March 31 hearing was 
H. R. 1215, which would extend the time 
within which distilled spirits are required 
to be withdrawn from Internal Revenue 
bonded warehouses, and the tax paid, fron 
eight to 12 years. 


Scheduled for a 


Two bills relating to import duties have 
been ordered reported to the House by the 
Ways and Means Committee. They are: 
H. R. 3658, which extends for two years the 
privilege of free importation of gifts 
military personnel; and H. R 
July 1, 1955, the 
bringing personal and household effects into 
this country duty-free when under 
ment orders. 


The House Ways and Means Committee 
has taken no action as yet on H. R. 10 and 
H. R. 11, the Reed-Keough bill, 
which would permit tax deferments by self- 

persons of limited contributions 
The 


Representa 


Irom 
3659. which 
extends until 


sural > 
privilege ot 


govern- 


S¢ »-called 


employed 
made to a restricted retirement fund. 
bill was introduced this vear by 
tives Jenkins and Reed. 


Hearings have been conducted by the 
Senate Judiciary Committee on three bills: 


S. 252, S. 984 and S. 17. 


The hearing on S. 252, which would per- 
mit trial by jury in civil actions against the 
United States for recovery of taxes erro- 
neously or illegally assessed or collected, was 
held on March 6 


Testimony was heard on S. 984 on March 
11. The bill would provide for judicial re- 
view of Tax Court decisions, entered aft 
January 1, 1954, respecting World War II 
excess profits tax questions arising 
Code Sections 711 (b) (1) (H), (1), 
(K); 721; and 722. 

A March 


W hich 


262 


under 
(J) or 


12 hearing was given to S. 17, 


vould set up a nine-man Administra- 
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tive Rules Commission to provide general 
rules of practice and procedure before fed- 
eral agencies. 


The Supreme Court 


The constitutionality of the federal star 
tax on gambling was upheld in a six-to- 
three decision of the United States Supreme 
Court, handed down on March 9. The 
decision reversed a decision by a United 
States District Court in Philadelphia, which 
had dismissed the against Joseph 
Kahriger on grounds that the tax repre- 
unlawful infringement by the 
federal government on the police power of 
the states. 


case 


sented an 


The Supreme Court noted that it had 
declared previous enactments invalid which 
provided penalties for breaching of regula- 
tions concerning which in them 
selves were subject only to state regulation. 
But, it said: 


activities 


“Unless there are provisions 
extraneous to any tax need, courts are with- 
out any authority to limit the f 
the taxing power.” 


exercise or 
It was held that all the 
provisions of the wagering tax were adapted 
to the collection of a valid tax, and it was 
not an infringement of the police power of 
“applies to all persons 
engaged in the business of receiving wagers 
regardless of whether such activity violates 


the states, since it 


state law.’ 


A footnote in the opinion disclosed that 
the wagering tax has proved a dud as a 
revenue raiser. The tax amount collected 
under it was $4,371,869 as compared with an 
expected amount of $400 million a year. It 
was enacted by Congress in 1951 following 
the Senate Crime Committee hearings into 


underworld activities. 


[The majority opinion found no viol: 
of the Fifth Amendment 
privilege against self-incrimination in 
fact that those paying the tax 
names, addresses 


guarantee 


must file 


and places of business. 


“That privilege has relation only 
acts, not to future acts that may or may not 


be committed,” the Court said 


A bluntly opposing view was stated in a 
dissent by Justice Black who hinted that the 
filing requirements of the statute may be a 
refined or 
confessions. 


to past 


legalistic technique of coercing 
He said that the act 
a squeezing device contrived to put a man 


“creates 


in federal prison if he refuses to confess 
himself into a state prison as [ 
state gambling 
53-1 ustc J 9245 


a violator of 
laws.”—U. S. v. Kahriger, 
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In addition to reversing the Kahriger 
decision, the Supreme Court has acted on 
a number of other cases. 


denied in: 

Byers v. Commissioner, 52-2 ustc $9511 
(CA-8).—A partnership of the taxpayer’s 
children, organized to sell gasoline to the 
taxpayer’s wholly controlled trucking cor- 
poration was an 


Certiorari has been 


income-splitting device 
and, therefore, income from gasoline sales 
to the trucking corporation was taxable to 
the corporation. The taxpayer was liable 
on the income to the extent of 
his withdrawals allocable, percentage-wise, 
to his stockholdings when the withdrawals 
made. 


corporate 


were 


Ty ¢ 


». v. Martell, 52-2 ustc J 9541 (CA-3). 
Where the district court had not clearly 
instructed the jury as to the interpretation 
of “willful,” a conviction for a willful at- 
tempt to defeat and evade income taxes was 
reversed and remanded. 
& Tilford v. U. S., 
Cls.).—The taxpayer corporation was 
taxable for profits from a sale of its stock 


52-2 ustc ff 9523 


by an officer-director when the profits were 
paid to the corporation under the provi- 
f Section 16 (b) of the 

Act 


Securities 


Saulsbury v. U.S... 5 > ustc 7 9530 (CA-5). 
Income inter vtvos trust 


beneficiary, 


payable oO an 
though not paid because of a 
court order requiring payment by the trust of 
federal estate tax, was taxable to the bene- 


ficiary as income “currently distributable.” 


Rehearing has been denied in: 
U. S., 52-2 ustc J 9479 (CA-9). 
Income received by a dummy corporation 


to the sole owner of the stock 
rsonally where the enterprise was essen- 


was taxable 
lly an individual ownership operated in 


rporate form 


Imes Protect 


© 9404 (Ct 


mpany v. U. S., 
Cls.).—The was 
denied a refund of taxes paid on income 
from 


52-2 
USTC 


taxpayer 


renegotiated contracts. 


Commissioner, 52-2 ustc % 9504 
The computing of depreciation de- 
on a building at a 
useful life of the 


I 


rate based on 


building ther than 
I 


ra 
li 


upon the life expectancy of the life tenant 


was approved. 
Whetstone 
(CA-7).—The 


tempt of 


Sauber, 52-2 ustc § 9497 
held in 


court for refusal to comply with 
a summons issued by the collector. 


taxpayer was con- 


Washington Tax Talk 


Applications for certiorari have been filed 
in the following cases: 


Bloch v. U. S., 52-2 uste ¥ 9551 (CA-2).— 
A grant of patent rights by a nonresident 
alien to a domestic corporation resulted in 
royalty income to the grantor since part 
of the consideration was to be paid in periodic 
installments based on a percentage of sales. 


Commissioner v. Golonsky, 52-2 ustc J 955: 
(CA-3).—An amount paid to a lessee by a 
lessor in consideration for the lessee’s turn- 
ing over the right to possession of the leased 
property prior to the termination of the lease 
was taxable as a long-term capital gain. 


Knisely v. U. S., 53-1 ustc § 9227 (CA-6). 
—Where the taxpayer knowingly submitted 
false, fraudulent and fictitious books and 
records to investigating Bureau agents, he 
was convicted under the Criminal Code. 


Taylor v. Marcelle, 52-2 ustc | 9560 (CA- 
2).—Where a prior decision held that the 
taxpayer failed to establish a holding period 
to qualify for capital gains purposes, a suit 
in equity for refund of a deficiency assess 


ment 


based on that decision was barred 


Two state tax cases were denied certiorari 
by the Court. They are: 


District of Columbia v. Catholic 
Press, Inc., CCH District or 
Reports § 24-008 (D. C. 
peals ) 


Education 
Co_uMBIA TAX 
3oard of Tax Ap- 
The publishing auxiliary of an educa- 
tional institution, even though the auxiliary 
is a separate corporate entity, is exempt from 
personal property tax. 


Mid-States Freight Lines, Inc. v. Bates, 
CCH New York Tax Reports § 98-195 (New 
York Supreme Court, Appellate 
Third Department).—The weight-distance 
tax which is applicable alike to interstate 
and intrastate commerce in an amount not 
shown to be unreasonable does not violate 
the commerce United States 


Division, 


clause of the 
Constitution 


The Bureau 


Tax Treaty with Germany.— ax officials 
of the United States and Germany will meet 
in the near future to attempt to eliminate 
double taxation of income and of estates of 
deceased persons. Successful discussions will 
lead to the preparation of draft conventions 
for submission to the 
further 


two governments for 
consideration. 

Interested 
information 


persons are invited to submit 
1 suggestions to Mr. E 


and Idon 
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P. King, Head, Office of International Tax 
Relations, Bureau of Internal 
Washington 25, D. C. 


Revenue, 


Rough Going for Tax Evaders.—Tax 
evaders, who had their roughest year at the 
hands of Bureau investigators and Justice 
Department prosecutors in fiscal 1952, may 
strike even rougher going in the latter half 
of fisal 1953 by reason of the vigorous “get- 
tough” policy jointly ordered by Commis- 
Andrews and Assistant 


General H. Holland 


Convictions and fines for tax evasion have 


sione! Attorney 


srian 


mounted steadily since the inception of high 
tax levels. In 1942, 36 convictions were ob- 
tained with fines of $135,000. By 1952, the 
number of convictions obtained had soared 
to 598 and fines to $2,913,326. 


lhe average size of the fines rose $1,121 


from $3,750 in 1942 to $4,871 in 1952 


Enforcement of sanctions against tax 
evaders will proceed on an impartial basis 
so as to leave “no chinks” 


ArInof}# 


in the enforcement 


Convictions will be sought against 
‘small evaders” as 


well as racketeers. 


Legitimate Suit and Merchandise Clubs 
Freed from Wagering Tax. 


posit Tl ¢ 


Modifying its 
mn the applicability of the wagering 
tax to suit and merchandise clubs, the Bu 
reau announced in IR-Mimeograph No. 14 
that those clubs whose participants receive 
merchandise having a retail value at least 
equivalent to their payments are no longet 
considered lotteries and are not subject to 
$50 occu- 
In such clubs, 100 members 

week for 30 weeks Each 
one member’s name 


the 10 per cent excise tax or the 
pational tax 

each pav $1 a 
veek is drawn and he 
draws $30 worth of merchandise and is not 
required to make further 
However, each member of the 
the full $30 in trade, credit or 
iccount, those who 
+} 


the expiration ot! the 


any payments 
club receives 
payment on 
drop out 
30-week 


and before 


period re 


eive the amount they have 


paid in trade, 


or on account C 


ymmussioner An 


1 } +h 
drews has emphasized that the 


; 


ruling is no 
to be construed as meaning that the Bureau 
‘stigate 


plan it V wagers ar placed in a 


will other devices or 


lottery tor 


No Birmingham Office Transfer.—Rumors 
that the Bureau was going to move the office 
of the District Commissioner 
Alabama, 


Birmingham to 


serving the 
Mississippi and Lout 


states of 


siana trom New Orleans 
Coleman 


This installation has been in Bir- 


were dispelled by Commissioner T 
Andrews 
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mingham since last November 20 and, said 
Mr. Andrews, “should be given time to 
prove its effectiveness.” 


Acquiescence. — The Commissioner’s ac- 
quiescence in the following decisions has 
been announced: 


Graves Brothers Company, CCH Dec. 18,845 

-Collateral considered 
in the 50 per cent stock ownership test for 
purposes of disallowing a loss under Code 
Section 24 (b) (2) (B). Also, debenture 
notes issued to stockholders to cover open 
accounts representing unpaid dividends, sal 
aries and advances were held to represent 
bona fide and the 
thereon was deductible by the corporation 


Kluckholm, CCH Dec. 19,158.—The Tax 
Court estimated certain expenses where the 
taxpayer’s financial lost 


prior to the hearing 


relatives were not 


indebtedness, interest 


rect rds had been 


New McDermott, Inc., CCH Dec. 12,004 
laxpayer corporation, which was organized 


by a bondholder committee subsequent to 


default of interest on mortgage bonds, was 


entitled to deduct interest on the 


though 


accrued 
outstanding 


assumed the mortgage 


bonds even it had not 


or paid any interest 
in the 


taxable year. Taxpayer was 


accrual basis 


Nicholson, CCH Dec. 18,808.—Taxpayer- 
partners paid off partnership notes at the 
time of incorporation with borrowed money 
and received shares of $100 par value stock 


in exchange for their transfer of partner 
to the new corporation The 
corporation redeemed some of their shares 
at $102. Only $2 per share constituted ordi 
nary income since the transaction amounted 


ship assets 


to a partial recovery by the taxpayer- 
stockholders of capital loans which proved 
unnecessary but were based on sound busi- 
ness caution. This was not a case of drain- 
ing off accumulated profits in the form of 
capital gain. 

Nonacquiescence.— The Commissioner di 
ot acquiesce in the following decision: 


es 


Hawkeye Petroleum Corporation, CCH De 
19,221.—The taxpayer treated 1944 costs of 
drilling a dry hole as current 
its books. Its failure to give a “clear in- 
dication” on its return for 1944 of an election 
to expense its development costs did not 
constitute an election to capitalize under 
Section 29.23 (m)-16 (b), Regulations 111. 
Accordingly, it was not precluded from elect- 
ing in 1945 to expense such costs incurred 
for the first time in drilling productive wells. 
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Taxation 


of Savings and Loan Associations 


By WILLIAM J. McKEEVER, Special Consultant, National Savings and Loan League 


REGULATIONS for 
associations issued by 
D. 5954, in December, 1952. 
Since these final regulations differ in many 
material aspects with the proposed regula 
tions of July, 1952, a good deal of informa- 
tion concerning written prio 
to the final regulations had no basis in fact. 


lee A] savings 


and loan 
means of T. 


were 


associations 


This writer had the pleasure of serving 
the National Savings and Loan League * as 
special consultant. Many 


held with the 


conferences wert 
and Regulations 
final regulations are believed 


Treasury 
sections. The 
to be partly as a result of our conferences 
While the proposed regulations of July did 


not recognize fully the peculiar aspects ot 


he myriad methods of operations, it 


lieved that 


is be- 
the final regulations present fair 
| 


and equitable rules under which associations 


may operate with a minimum of change in 


accounting and financial policy. 


Types of Associations 
(A) By Kinds of Charter: 
(1) Federal Savings and 
(2) State Savings and L 
B.) By Insurance of Accounts: 
(1) Insured All fed- 


eral associations must have insurance 
Any state 


\ssociations. 


association 
may have insurance if it can qualify. 


ot accounts. 


The National Savings and 
18th and M"’ Streets, N. W 
D. C., distributes to 


Loan League 
Washington 6, 
members of the league pub- 


Savings and Loan Associations 


This Clear Explanation of 
Complex Regulations 


Should Help Operations 


This insurance is provided by the 
Federal Savings and Loan Insurance 
Corporation. Savings accounts are pro 
tected to $10,000 per insured member. 

(2) Some 
associations do not 
carry insurance of accounts 


Uninsured Associations, 


state chartered 


By Types of Savings Plan: 

(1) Payments on savings accepted 
in any amount at any time. Most 
associations, federal and state, operate 
in this manner. 

(2) Payments on savings accepted 
when made at regular monthly pe 
riodic intervals. plan 
relating to savings is referred to as 
a serial or installment plan of ope 
ation in state associations, while fed 
eral associations 
“bonus” plan. 


This type of 


usually call it the 


(3) Lump-sum 
in multiples of $100, are 
This plan is found in 
and state operations, 


payments, usually 
accepte d 
both 


Certificates evi 


federal 


lications which are recommended readings for 
tax men who advise associations on tax policies 
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Mr. McKeever is a Pennsylvania CPA 
and assistant professor of accounting, 
Temple University. He represented 
the National Savings and 

Loan League at all hearings with the 
Bureau concerning tax regulations. 


dencing ownership of a share interest 
are issued, and are called “Invest- 
ment Certificates” or “Full Paid In- 
come Certificates.” 

(4) Payments are accepted when 
made on savings acounts pledged as 
security for mortgage indebtedness. 
This type of plan is generally re- 
stricted to mortgage lending under 
a plan named “Share Sinking Fund” 
or “Share Accumulation Mortgage.” 
However, conventional mortgage lend- 
ing on a direct reduction amortizing 
mortgage basis may also entail pledged 
savings accounts, if the lender be- 
lieves the mortgage is too high for 
safety and requires additional secu- 
rity. Federals are not permitted to 
engage in the share-sinking fund plan 
of operation, but a number still have 
this type of loan on their books from 
the time prior to conversion to a 
federal. 


By Payment of Dividends: 


(1) Credited to individual accounts. 
(C) (1), (2) and (4). 
(2) Credited to a series of accounts. 
(C) (2) and (4). 
(3) Credited to a “Divided Profits 
Account.” 
(C) (2) and (4). 
(4) Credited to a “Reserve for 
Bonus Account.” 
(C) (2). 
(5) Paid in cash. 
(C) (3). 


By Net Worth: 

(1) No capital stock. The over- 
whelming majority of associations do 
not have capital stock as an industrial 
enterprise. The net worth, there- 
fore, consists of reserves, surplus and 
undivided profits. 

(2) Permanent capital stock. In 
certain states, notably Texas, Cali- 
fornia and Ohio, state chartered asso- 
ciations were incorporated with capital 
stock. Some of the states permitted 
this type of organization and made 


the contribution to the capital stock 
by the owners nonwithdrawable. Thus, 
savings in such associations are pro- 
tected by the capital stock in addition 
to the accumulated reserves, undivided 
profits and surplus. Dividends are 
paid to the owners of the stock as 
well as to savers. 


Savings and loan associations are known 
by a variety of names, such as “Build- 
ing and Loans,” “Cooperative Banks” 
and “Homestead Associations.” Incidentally 
they are now defined as “Banks” under 
Code Section 313 (h). This new classifica- 
tion is important and will be mentioned 
later. The magnitude of writing regulations 
for an industry with so many variables in 
modus operandi makes it easy to under- 
stand why it took almost a year to publish 
fair regulations. 


Methods of Accounting 

Associations may elect either a cash or 
accrual basis when the first tax return is 
filed for the first taxable year beginning 
after December 31, 1951. (See Regulations 
111, Section 29.101 (4)-2.) Substantially 
all associations are on a hybrid basis of 
accounting for interest income, because 
supervisory authorities, federal and state, 
require that a full or partial reserve for 
uncollected interest be maintained from 
current income, 

Any net operating loss for a taxable year 
beginning after December 31, 1951, is not a 
carry-back to any preceding tax exempt 
year. Neither is the carry-over to years 
after 1952 reduced by the income of any 
tax-exempt year. (See Regulations 111, 
Section 29.101 (4)-2.) 

The credit for dividend received pro- 
vided in Section 26 (b) shall not be ap- 
plicable in determining the normal tax net 
income of a savings and loan association to 


dividends which were deductible as an ex 


pense under Section 23 (r). This section 
was intended to cover the dividend received 
by an association which invested its surplus 
funds in another association 


Bad Debt Reserve 


Savings and loan associations are per- 
mitted to accumulate a reasonable reserve, 
tax free, of 12 per cent of savings accounts 
at the close of the taxable year. This con- 
cession was granted by Congress, after 
much deliberation, in 1951 in order to pro- 
vide a reasonable buffer for future mortgage 
loan losses. When one considers that the 
price level, in the price range, where the 
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bulk of the fending is concentrated (under 
$20,000), has increased over 200 per cent 
from 1940, the need for present deduction 
for cyclical losses is apparent. 


The deduction for bad debts, for an asso- 
ciation with less than 12 per cent reserves, 
allowed as a reasonable addition to a re- 
serve for bad debts under Section 23 (k) 
(1), shall not be greater than the lesser of: 


(A) The amount of the net income com- 
puted before the bad debt deduction, or 


(B) The amount by which 12 per cent 
of withdrawable accounts at the 
the year exceeds the 


close of 
sum of the surplus, 
undivided profits and reserves at the begin- 
ning of the year 


The July ex- 
cluded pledged accounts of the type men- 
tioned formerly from the base 


proposed regulations of 
The new 
regulations permit the accumulation of the 
maximum bad debt deduction against all types 
of savings accounts, pledged or otherwise. 

The savings and loan industry is a regu- 


lated business Reserves for future losses 
must be allocated from current income by 
supervisory ukase or law. It have 
maintain 
Section 
313 (e) as well as the reserves required by 
state authorities. Accordingly, 
the regulations state that minimum or addi- 


tional amounts credited in compliance with 


would 


been impossible to permanently 


the bad debt reserve required by 


federal or 


federal or state statutes, regulations o1 


supervisory orders, to reserves or similar 


accounts against which 


made for the 


charges may be 


sole purpose of absorbing 


‘ 
losses, will be deemed to have been credited 


to a 


111, 
allo- 


reserve Io! 


bad debt reserve. (Regulations 


Section 29.23 (k)-5 (B) (3).) Thus, 


cating current income to any 
losses permitted by supervisory authorities 
is the same as if crediting it to a bad debt 
We have to all our 
members that they avoid creating a reserve 
For this latter reserve is 

debt losses only. While 
general reserves are available for all 
losses, we wished to avoid the 


reserve, recommended 


for bad debts. 
available for bad 
loss 
very narrow 
bad debt reserve, because about 85 per cent 
of all assets of the industry are invested in 
mortgaged loans. And the realization of a 
debt upon together 
with attendant capital gains or losses, is 
very technical and unrealistic. (I. T. 3159, 
1938-1 CB 188.) We made no progress on 
our suggestion that mortgage lending to- 
gether with attendant foreclosure of the real 


bad loss foreclosure, 


Savings and Loan Associations 


estate, and subsequent sale of the acquired 
real estate was, in effect, a continuous trans- 
action, and that the loss could not be deter- 
mined with accuracy until the last step. 
However, we believe that the protection of 
crediting income to a “loss” reserve instead 
of to a specific narrow reserve for bad debt 
will prove satisfactory. 

The proposed regulations stated that the 
reserve for bad debt must be maintained 
on the regular books of accounts but they 
did not what date. Our protest 
pointed out that the taxable net income may 
not be determined until sometime after the 
books have been closed. Furthermore, the 
taxable income will probably differ from 
the book income, and because of the peculiar 
calculations 


State at 


should 
be permitted a reasonable time after the 
close of the year to make the proper re- 
calculations. Accordingly, the final 
permit the allocations to be 
made on the books at the close of the year, 
or as soon as practicable thereafter. It is 
the opinion of this writer that compliance 
with the regulations will be indicated if the 
proper allocations are made no later than 
the date of the filing of the tax return. 
Any balance of taxable net income remain- 
ing in the undivided profits or surplus after 
the date of filing will be taxable regardless 
of whether reserves are less than 12 per cent. 


involved, associations 


serve 
regulations 


Suggested Procedure for Associations 
with Less Than 12 Per Cent Reserves 


(1) Have the directors pass the bad debt 
resolution, in language paralleling that of 
Section 313 (e). 


(2) Convert book income to taxable income. 


(3) Calculate the bad 


reserve. 


maximum debt 


(4) Use the lesser of (2) or (3) as a basis 


of allocation to supe rvisory loss reserves. 
(5) Do not use a specific reserve for bad 
debts unless it is necessary. 


Example—Association A files its tax re- 
turn on an accrual basis for 1952. Its net 
income per books, after deduction of divi- 
dends paid or credited, totals $100,000. 
Taxable net income before the bad debt 
deduction is computed to be $98,500. Total 
savings, including dividends credited to sav- 
ings, and bonus reserve, is $10,000,000 as of 
December 31, 1952. ‘Total reserves, surplus 
and undivided profits at 1952, 


are $800,000: 


December 31, 
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12 per cent of $10,000,000 at De- 
cember 31, 1952 $1,200,000 
Reserves, surplus, and undivided 


profits at December 31, 1951 800,000 


Maximum bad debt deduction $ 400,000 


Taxable net income before the 
bad debt deduction $ 98,500 
Bad debt deduction for 1952 $ 98,500 


Taxable net income for 1952 $ 0 


If the 
serves 


maintains loss re- 
Federal Reserve 
and Reserve for Contingent Losses, alloca 
tions to [ 


association two 


called Insurance 
these reserves to an amount of 
$98,500 will be deemed to have been made 
to a reserve for bad debt The bad debt 
expense of $98,500 will be reconciled on 
Schedules F and M in Form 1120. 


If a tax examination of the 1952 return 
by an agent results in an increase of net 
income before bad debts from $98,500 to 
$104,000, for example, the bad debt deduc- 
tion may also be increased to $104,000 (up 
to a maximum of $400,000). This provision 
will insure that no association with reserves 
of less than 12 per cent will involuntarily 
pay a tax. (Regulations 111, Section 29.23 


(k)-5 (B) (3).) 


If an association elects the reserve basis 
of bad debts, charge-offs are made to the 
bad debt reserve or other reserve accounts, 
which are used in lieu of a bad debt re- 
Recoveries of amounts charged off 
in a taxable year must be credited to re- 
serve accounts. While the regulations are 
silent on recoveries made in a taxable year 
against charge-offs of a tax-exempt year, 
the writer believes that 
the extent of the 


serve. 


such recoveries to 
need not be 
No tax bene- 
fits were secured from the charge-offs in a 
tax-exempt year, and they may be credited 
to surplus without incurrence of tax liability. 


principal 
credited to reserve accounts. 


Associations with more than 12 per cent 
reserves must prove to the satisfaction of 
the Commissioner that their bad debt ex- 
perience warrants the maintenance of a bad 
debt reserve in excess of 12 per cent. They 
are permitted deductions for actual bad 
debts as a charge against income. 


Adjusted Basis of Assets 


Assets subject have an 
adjusted basis of cost plus additions, less 
accumulated depreciation. 
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to depreciation 


Depreciation dur- 
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ing the tax-exempt period is* used to de 
crease the basis of assets. This treatment 
is the same as accorded Supplement U Cor- 
porations by regulations issued by reason 
of the Revenue Act of 1950. Prior to Sup 
plement U treatment of depreciable assets, 
the Bureau had held that the basis 
for depreciation need not be reduced by 
depreciation during a tax-exempt period 
(G. C. M. 10,857, XI-2 CB 105 (1932).) 
This ruling was revoked on November 10, 
1952, by G. C. M. 27,491. 


cost 


Adjusted basis of fully taxable bonds is 
cost. Amortization of premiums either in 
whole, during the tax-exempt period, or in 
part, must be Ele¢ 


when the 


restored to asset value 
may be taken 
first tax return is filed. 

Adjusted 
tially taxable bonds is cost less mandatory 
premium amortization since December 31, 
1941. Associations must amortize the pre 
miums paid on these types of securities. 


tion to amortize 


basis of tax-exempt and pat 


“Premiums” paid for mortgages must be 
amortized over the life of individual mort- 
gages or on a composite basis. Any pre 
miums paid during a tax-exempt period for 
mortgages held in the portfolio as of De 
cember 31, 1951, must be restored for com 
putation of expense deduction applicable to 
1952 and later years. In all institutions of 
which this has knowledge, 
premium charges were expensed in the year 
of acquisition. 


writer such 
The unamortized premiums 
whether restored on the books or not will 
serve to increase surplus, reserves and un 
December, 1951, the 
measuring point for the bad debt deduction 
in 1952. 


missions, attorneys’ 


divided profits as of 
“Premiums” mean buying com 
fees or brokerage fees, 
but do not include accrued interest. 

The amortization of these premiums on 
an individual reduction 
basis is almost a hopeless task. 


direct mortgage 
Therefore, 
the composite basis is the most acceptable. 
The regulations contain no example of an 
approved composite basis, but it is believed 


that the following suggestions are adequate 
(1) Dig out of the records the premiums 
paid over the past ten years. 
(2) Compute the average life of the 
entire portfolio for 1952 and prior years. 
(3) Ascertain the amount of the 
unamortized as of December 31, 1951. 


asset 


(4) Compute the deduction for 1952 
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For example, an association had the fol- 
lowing mortgage experience for 1952: 
Mortgage loans at December 31, 

1951 $13,000,000 


Loans settled in 1952 4,000,000 


$17,000,000 
Mortgage loans at December 31], 


1952 15,000,000 


> 


Amortization in 2 $ 2,000,000 


Amortization 
in 1952 2,000,000 


\verage Mortgage 14,000,000 


Investment 


Che average life in prior years could als 
be computed in this manner. 
not be too great a variation. Thus, if 
$21,000 had been paid for premiums in 
1952, the deduction could well be one halt 
of one seventh of $21,000 or $1,500, wit! 
$3,000 deducted from 1953 to 1958—with the 
remaining $1,500 being deducted in 1959. 
It is believed that this is an easy and accu- 


There should 


rate way of mortgage premium amortiza- 
tion applied on a composite basis, and is 
applicable to l 


direct reduction mortgag 


loans 


Dividends Paid or Credited 


There is allowable as an expense, unde 
Section 23 (r) (1), dividends paid or credited 
to withdrawable accounts. This deduction 
is applicable to the year in which the divi- 
dends are paid in the case of investment 
accounts, or, in the case of dividends cred- 
ited to other accounts the 
the dividends become 


year in which 
withdrawable, sub 
ject only to customary notice of withdrawal 
Dividends which are credited as of the 
close of business on December 31, would 
not be available until January 2, next suc- 
ceeding, and would not be deductible until 
the later year. 

Many associations in the past have cred- 
ited 


June 30, and on 


dividends at the close of business on 
December 31. 
have made the Decem 
ber 31, 1952 dividend available to members 
within 1952. Therefore, such associations 
are entitled to three dividend deductions 
in 1952—the December 31, 1951, June 30, 
1952 and December 31, 1952 dividends. 
Such an additional deduction in 1952 will 
result in the right by an association, whose 
reserves are less than 12 per cent, to allocate 
tax free a greater portion of 1952 net in- 


Most of 


these associations 


Savings and Loan Associations 


The 5,980 savings and 

loan associations scattered coast to 
coast, in every state, are 
America's fastest growing financial 
institutions. They have 

increased their assets about 280 
per cent since 1940. 


come to surplus, or undivided profits than 
it normally could. On the other hand, 
those associations whose reserves are ovet 
12 per cent will secure a sizeable tax deduc- 
tion. If the last dividend credited is not 
available until the next year, the full amount 
must be treated as part of the reserves, 
surplus and undivided profits for the pur 
pose of measuring the amount of the bad 
debt deduction 


\ dividend on a pledged share account 
does not have to meet the test of withdraw- 
ibility in the current year to be deductible 
in such year. Such dividends are construc- 
tively received by members in the credit 
that they are reduce in 
debtedness., 


year, in used to 

Dividends are deductible on a serial plan, 
whether they are allocated to a “divided 
profits” account or added to individual ac- 
counts (“capitalized”). This deduction is 
granted notwithstanding that as a customary 
notice of withdrawal: 

(1) Amounts and earnings 
credited to, shares must be with- 
drawn in multiples of even shares, or 

(2) Such 


retain or 


invested in, 


series 


association has the 
recover 


right to 
a portion of the total 
umount as a fine, forfeiture or withdrawal fee. 

Any amounts of fees recovered or re- 
tained by an association under (2) is includi- 
ble in gross income in the year recovered 
or retained. 

Any amounts allocated for bonus obliga 
tions are deductible in the vear allocated. Any 
reduction of bonus obligations is returned 
as gross income in the year in which the 
member forfeits his bonus accretions 


Permanent Stock Associations 


Dividends on nonwithdrawable capital 
stock are not allowed as a dividend expense. 
The original amount paid for the capital 
stock is not treated as part of “reserves” 
for the purpose of measuring the bad debt 
reserve. However, stock dividends paid 
on such stock in 1952 and prior tax exempt 
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‘ 


‘ 


years will be included as part of the “re- 
serves” for this purpose. 


Most associations are members of 
district Home Loan Bank. These associa- 
tions purchase stock in the Bank (usually 
2 per cent of the amount of their mortgage 
portfolio) and receive semi-annual divi- 
dends. Regulations 111 Section 29.22 (b) 
(4)-2 (a) provide that all dividends on stock 
owned prior to March 28, 1942, are tax ex- 
empt. 


their 


Definition of Bank 


Section 313 (h) amends Section 104 (a) 
by stating: “Such term also means a do- 
mestic building and loan association.’ 

This treatment will prove to be beneficial 
regarding real estate gains 
(G. C. M. 26,690, 1951-1 CB 28.) 


and losses. 


Treatment of bond profits and losses will 
also follow the preferred treatment outlined 
in Section 117 (i), where net gains are taxed 


CENSUS BULLETIN SHOWS STATE FINANCES 


Evidences of resurgent he: in 


finances are contained in the 


March bulletin of the Census Bureau 


State 


The Bureau reports that a healthy 
increase in the 


from all 
sources, of 26 state governments dur 
ing fiscal 1952 was only slightly offset 


revenue, 


by a smaller increase in expenditures 


Revenue of the 26 states rose 7.8 
per cent 1951. General 
revenue alone—excluding liquor store 
and insurance trust amounts—was up 
8.2 per cent. At the same time, total 
expenditures for the 
2.5 per cent while general 
expenditures were up merely 2.4 pet 
cent 


from fiscal 


selected states 


rose only 


however, have still to 
exceed expenditures in the states studied 
Per capita general revenue was $84.12 
while per capita general expenditur¢ 
was $84.91. 


Revenues, 


Three fourths of the general reve- 
nue of the 26 states came from taxes. 
Intergovernmental revenue supplied 
about 18 per cent, while charges and 
miscellaneous provided about 8 per 
cent, 

The study disclosed that education 
accounted for the largest fraction of 
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while net losses are de- 
ductible as ordinary losses. Write downs 
of bond investments subject to order of 
supervisory authorities are deductible in 
whole or in part as a bad debt 


as capital gains 


Section 454 was amended in 1951, to ex- 
empt savings and 
excess prohts tax. 


loan associations from 


There are 5,980 savings and loan associa- 
tions scattered coast to coast in every state 
in the Union, Assets total approximately 
$22 billion dollars. They are America’s 
fastest growing financial institutions. They 
have increased their about 280 per 
1940. Many individual gains in 
fantastic. There 
portunity for tax men and 
render a worth-while service 
needed. 


assets 
cent since 
assets are is a real Op- 
accountants to 
which 1s sore ly 
Yet the misunderstanding of their 
The 
writer finds among his professional friends 
many antiquated concepts of how a savings 


[The End] 


operations by outsiders is very great. 


and loan association operates 


IMPROVED 


state general expenditures, 


$25.42 
the total per capita general expendi 
ture of $84.91 being split two thirds 
for local schools and one third for 
state colleges and universities. High- 
ways ranked next on the list of gen- 
eral expenditures, receiving about $19.87 
per capita. Public welfare received 
$14.69 and health and hospitals $8.46 
per capita. Together, these four func 
tions accounted for about 80 per cent 
of all general expenditures of the states 

About two thirds of the total ex- 
penditures of the selected states was 
divided equally between current op 
erations and intergovernmental ex 
penditures. Capital outlay accounted 
for 15 por cent while public assistance 
and subsidies, and insurance benefits 
and repayments received about 9 pet 
cent each. Interest on state debt took 
the remaining 1 per cent 

The Bureau said that the 26 states 
were not a representative group but 
were rather those from which 1952 
information could be most promptly 
compiled. It advised caution in using 
the figures to ascertain nation-wide 
trends and promised to provide sta- 
tistics for all 48 states in about three 
months. 
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Secondary Estate Tax Liability 
Is Delaying Unduly 
the Payment of Death Benefits 


Inequity Between Trustees 


and Insurers of Pension Plans 


By RICHARD L. GOLDMAN 
Attorney Associated with Cravath, Swaine & Moore, New York 


Bureau of Internal Revenue took 


b lene 
the position rece ntly that a death bene- 
fit under a trusteed and ré¢ 


tirement plan was includible in the decedent 


profit-sharing 


employee's gross estate, for estate tax pur 
Code Section 811 tS), te2. (d) 


vhere the participant employee had 


poses, under 


right to designate the beneficiary. The 
latter right was of controlling importance, 
the employer was the sole con 
and could withdraw the right or 
eliminate the benefit prior to the death of 


the employee concerned, (G. C. M. 27242.*) 


although 


tributor 


Some pension (and profit-sharing) plans 
are administered by life insurance compa- 
nies, others by trustees. The recent ruling 
gives new to the n whether 
such insurers or trustees, or both, are per 


importance questi 
sonally liable for estate taxes assessed against 
the decedent employee’s estate and not paid 
by the executor.’ If a trustee were person 


ally liable and an insurance company not, 
a competitive dis 


work. This 
would have to 


‘ 


would be at 


ie tormet 


idvantage in securing pension 


is so, because the trustee 


l CB 160. The ruling reads, in part, as 
follows 
.. . the right to designate the beneficiary 
of a death benefit may be annulled by the posi 
tive act of the source of the benefit, the em- 
ployer and this contingency is terminated 
by the death of the employee 
. it is the opinion of this office that where 
an employee has the right to designate the 
beneficiary of a death benefit under a profit- 
sharing and retirement plan, the employee, at 
the time of his death, is in possession of such 
rights as constitute property within the mean- 
ing of section 811 (a) of the Internal Revenue 
Code, provided that prior to the employee's 
death the employer has not withdrawn the right 


Pension Plans 


delay paying death benefits until the estate 
tax due was determined and ascertained 
to have been paid, at least unless it could 
invent some convenient means of protecting 
itself against the 


expense of such liability. 


It an insurer could make prompt payment, 


it would have a telling sales poimt in its 


in soliciting the work of administering 
employee benefit plans. 


favor, 
death 
It is best to consider in turn the liability 
of insurance companies and trustees 


PERSONAL LIABILITY OF LIFE 
INSURANCE COMPANY 


Law to 1942 

In cases involving decedents dying on o1 
before October 21, 1942, insurers have been 
held not personally liable for estate taxes 
due, in respect of insurance includible in the 
estate. (John Hancock Mutual Life Insurance 
Company v. Helvering.’) 
John Hancock is the leading case in this 
There the option had been 
elected by the insured. His estate proved 


area interest 


and has not eliminated all death benefits. 
Thus, the amount payable under the plan to the 
designated beneficiary is includible in the de- 
ceased employee's gross estate under section 
$11 (a), (c), (d), and (f) of the Code.’ At 
pp. 162-163 
Death benefits are includible in the em- 
ployee’s gross estate regardless of who admin- 
isters the plan, according to the sense of 
G. C. M. 27242. Nor would it seem material 
whether a death benefit was incident to a profit- 
sharing plan, as in the G. C. M. 
pension plan. 
342-1 ustrc 1 10,178, 
D. C.). Accord: 


case, or a 
128 F. (2d) 745 (CA of 


Hughes v. Sun Life Assurance 
(Continued on following page) 
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insolvent, the federal estate tax was unpaid, 
and so the Commissioner resorted to the 
insurance, which amount of 
tax due, by proceeding against the insurer. 

Code Section 827 (b), invoked by the 
Commissioner, then read as follows: 

“If (1) fide 
sale for an adequate and full consideration in 
worth, the decedent mak: 
a transfer, by trust or otherwise, of any prop- 
erty in contemplation of or intended to take 


exceeded the 


except im the case of a bona 


money or money's 


effect in possession or enjoyment at or after 


his death, or makes a transfer, by trust o1 


otherwise, under which he has retained for 
his life or for any period not ascertainable 
without reference to his death or for any 
period which does not in before 
his death (A) the enjoyment 
of, or the 


property, or 


Tact 


poss Sssion or 


end 
right to the income from, the 
(B) the right, either 


n conjunction with any 


alone or 
person, to desig- 
nate the persons who shall possess or enjoy 
the property or the therefrom, or 


(2) 1f insurance passes under a contract exe 


income 


cuted by the decedent in favor of a specific 


beneficiary, and if in either case the tax in 
respect thereto is not paid when 
transferee, trustee, or beneficiary shall be 
bersonally liable for such tax, and such proy 
erty, to the extent of the decedent's inters 

therein at the time of such transfer, or k 
if such beneficiary's interest unde: 
such contract of insurance, shall be 
to a like lien amount of such tax 
Any part of property sold by such 
transferee or trustee to a bona fide purchaser 
for an adequate and full consideration in 
money Or money’s worth shall be divested 
f the lien and a like lien shall then attach 
to all the property of such transferee or 
trustee, except any part sold to a bona fide 
pure haser for 


the extent 
subject 
equal to the 


such 


| 1 
an adequate and full consid 


eration in money or money’s worth.” (Italic 


supplied.) 
The court held 
events 


that 
cove! ed bv 


neither of the two 
Section 827 


companies: (1) 
There had been no transfer, and so the in- 


classes of 
(b) applied to insurance 


surer was not a transferee: in any 
meant 


insurers, who 


event, 
had not 


Congress 


“transferee” to 


include were not recipients 
(2) The only 


“passes was 


of the decedent’s bounty 


translerec where insurance 


held to be the beneficiary, since only he, 
and not the insurer, was mentioned in the 
(Footnote 3 continued) 

Company of Canada, 47-1 
(2d) 110 (CCA-7) (The tax is a lien for ten 
years upon the decedent's gross estate (Code 
Sec. 827 (a)), but, unlike the personal liability 
provision of Sec. 827 (b), this would 
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ustc §— 10,529, 159 F 
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section. Moreover, while the executor was 
given an action against the beneficiary fo: 
reimbursement of taxes paid,‘ he had no 
such right of action against the insurance 
company, again indicating 
intent not to make insurers personally lia 


ble under Section 827 (b). 


Congressional 


[he court held, too, that an insurer could 


not be held liable under Section 827 (b) as 
= , eS a 


trustee since its relation t the be! 


ciary (before reference to tax law) was 
that of debtor-creditor, not of trustee-cestui 


que trust 


On policy grounds, it was equally reluc- 
tant to find that the personal liability stat- 
ute applied to an insurer. Since it was not 
a fiduciary, the might 
not represent adequately the beneficiary in 
conflict of 
example, rather than pay a high contractual 
rate of interest exceeding the going market 
rate, at and after i 
would prefer to pay the estate tax itself and 


insurance company 


the event of a interests. For 


maturity, the insure 
thus reduce the amount of interest-earning 
principal. And, the benficiary would be de- 
prived of the option (open to other benefi- 
ciaries of the estate when the executor has 
not paid the tax) to make payment from new 
property or from old holdings. 


added that in the event of a 
lump-sum payment, the government would 
have proceeded against the beneficiary; that 
the fact that the insurance company was 
an installment debtor and not an immediate 
demand debtor should not change its rela 
tion to the government “only for the cor 

venience of the is 


The court 


Commissioner,” so as to 
create a new tax liability and impose a new 
administrative burden on the company. The 
court noted a long administrative practice, 
to depart from which the Commissioner had 
shown inadequate reason. 


Hughes v. Sun Life Assurance Company of 
Canada’ following the John Hancock case, 
held that the only 
by Section 827 (b) 


recipient of the 


transfers contemplated 
where the 
transfer is a 


were “those 
purported 
and that the 
and not a trustee-donee. 


donee,” * insurer was a 


John Han 
ock rule was Travelers Insurance Company 
”. Fidelity « Columbia Trust C 
holding that a trust relation existed between 
and 


The only opinion rejecting the 


mmpany, 


insurer beneficiary; the opinion was 


risk on an insurer who had paid the proceeds 
over to the beneficiary.) 

* Code Sec. 826 (c) 

* Cited at footnote 3 

159 F. (2d) 110, at p. 113. 

? 43-2 ustc { 10,071 (Ky.). 
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ordered withdrawn, however, and the appeal 


dismissed on motion? 


Current Law Under New Section 827 (b) 


was ce cide d early 


b case 


that year, however, Con- 
de Section 827 (b) 


/ ) 


dying after October 


Liability Based on Section 811 (f) 


ly be held per 


y to be 
insure! 


i] e 
sonally liable 


taxes an had to be a 


ree, trustee, or beneficiary.” The 
slers Insurance Company opinion” had 
“trustee,” but this 
ion had been withdrawn, and the John 


liscussed ab ve, had 


le insurer to be a 


been 
the 
was extended to apply also to a 
the property by 


OCR case, < 


wed elsewhere. Now, however, 


in | ossession of 


8 44-2 ustc § 10,126 
*Revenue Act of 1942, 
Cited at footnote 7 


Sec. 411 (a) 


Pension Plans 


reason of the exercise, nonexercise, or re- 
who 
receives or has on the date of the decedent’s 
death, property included in the gross estate 
under section 811 (b), (c), (d), (e), (f), 


or (g). 


lease of a power of appointment 


ler a pension ol! 


pront 
plan property included in the 
ross estate under Section 811 (c), (d) and 
M. 27242" where 


nployee could designate the beneficiary 


sharing 
according to G. C, 
includible under Section 


may also be 


vhen an insurance company ad 


employee has had a power of 
particular plan, as where 
a joint and survivor 
of the death benefit, 
be in possession of 
nonexercise of the 


ght we 1] be person 


Liability as ‘‘Transferee"’ 
Under Section 827 (b) 


may now 


1e decedent's 

estate 

Ora, 

lied ) Chere are 

The insurer clearly 

the date 

y included 
under section 811 


has on 


+ ort 
property 


now be shown to 
the affirmative, sev 


ilable 


v includes the 
the Senate ( 


ommiit 


report accompanylins 


for the 
sfers in contemplation 
to take effect in 


ria and 


specific beneficiary 
referred to in section 


treated equally jor 


purposes of inclu 
the gross estate and the holders or 
nts of all such assets are accordingly 

ume plane of personal liability 


(Italics supplied.) 
11 See footnote 1 


S. Rept. 1631, 77th Cong., 2d 


(1942), 1942-2 CB 504, at p. 681 


Sess., 241 
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Equality of treatment of all Section 811 
assets was provided in 1942, among other 
things, by eliminating the $40,000 life insur- 
ance exemption. The “holders . . . of all 
such assets,” not hitherto personally liable, 
had included the insurers (John Hancock) 
as well as holders of Section 811 (b), (e), 
(f) and, perhaps, (d) assets. Hence, placing 
all such holders on the [ 
liability have included making 
insurers personally liable, unless, as of 
course I Section 827 (b) 


was to be nullified by freeing trustees and 


same plane of per- 
sonal must 
was not the case, 
other such holders from liability 
the Senate 


only 


Or unless 
intended that 
recipients of 


Finance Committee 


some ot! the holders or 
all such assets are accordingly place d on the 
same plane of personal liability for tax,” of 


which more late: 


(2) In addition, the Com: 
mentioned life 
f the 


rpolate 


ittec 


al d 
section 


insurance referred 


811. 


¢ r " 
assets in 


we int 


“som 


mittee spoke of 
. of all such assets” as being “placed on 
the same plane of personal liability for the 
tax’? If not, 

the alternative 

cee ds ine lu | 

beneficiary 

be en de erm d liz I 


on the same 


the beneficiary, 
now be pet ynally 
Life case, cis 


this may be 


ranste 


surance, 


“passing” 


subject of a transfer. It can bs 


this removes another prop from 


i 
John Hancock holding that an insur 
a ‘transteree _ Instead, the statute t 


uses the general term “transferee” and then, 


in a new phrase, seemingly qualifies it by 
-. the spouse, transferee, trustee, sur- 


viving tenant, person in possession of the 


property by reason of the 


exercise, non- 


exercise, or release of a power of appoint- 


ment, or beneficiary, who 


I receives, or ha 
on the date of the decedent's death, 
included in the gross 


811 (b), (c), (d), (e), 


(Italics supplied.) 


property 


section 


” 


estate under 


(f), or (2g) 


Can one be liable as a “transferee” 
has on 


“who 
the date of the decedent’s death, 
property included in the gross estate unde1 
section 8ll ... (g) ”? If so, only 
the insurer “has on the date of the decedent’s 
death” property included under Section 811 
(g), that And 
one may argue that, while omission to use 
a word more plainly applicable to the in- 
surer than “transferee” is unfortunate, this 
may not be allowed to frustrate the legisla- 


tive intent. 


(4) A 


, 
to the 


2 


is, life insurance proceeds. 


tenuous 


now can be 
eff = $ 


argument 
following 


The previous Section 827 (b) had set off 
alternative to the 


hy, 


ansferee” in the 
where 


case 
“insurance passes under a contract” 

From this, the John Han 
deduced a legislative intent 
of insurance, at least) to sub 
ject to personal liability under Section 827 
(b) only the recipient of the 


bounty, th 


to a beneficiary. 
cock court had 


(in the case 


decedent’s 
it is 
AL 15, 


the beneficiary and not the 


insurance company. 


ywwever, this wording and differ- 


have been eliminated. 


And we 
statement of legislative intent in 
1631 to the effect that the 
Section 811 


that is, without 


Report 

. 1] 

‘rs Of all 
treated 


assets are to be 


regard to 


alike, 
iether or not they are recipients of bounty. 
1erefore, those who hold at the decedent’s 
th Section 811 (¢ 


life insurance), are to be treated the 


} 
} 


\ 
I 
l 


ae 


a assets (proceeds 


as holders of, let us say, Secti 


assets 


Arguments Against Liability of Insurers. 
Not to be 
eral arguments 
that in 


discounted, however, 
supporting the cont 
companies still 


surance 
sonally liable: 
(1) Most 
(b) simply does not mention insurers 
plainly than (at best) by reference 


significant 


transferee who receiv 


on the date of the decedent’s 


erty included in the gross 
section 811 >) os am 


An insurer is not a “transferee’ 


meaning of 


tributive or 


ordinary the word. Onl; 
premium payments can 


been made by the decedent to the 


have 
insurer 
(and even this is not always true in the 
[ plans, as in G. C. M. 
27242); the remainder of the proceeds are 
payable by it as a 


case Ol pension 


contractual obligation, 





43 John Hancock case, cited at footnote 3. 
4 See text at p 5 


274 April, 
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% Cited at footnote 12. 
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An insurer is not a ‘‘transferee”’ 


in the ordinary meaning of the word. 


It is 


trans- 


premium sums. 
“spouse, 

together 
Sec- 


hr 
thrust 


were 
licable 
ynjoined similarly, 
TERE 


lid not realize the 


If this 


subsections of 
y, by drafts 
difficulty which 
probably it 
that 


had previ 


as SO, 


1 1], ] 
‘rally, and 


1 
that the priot 
| 


} 


(e) h 


as been ext 
n turn to Section 827 (b)? This seems 


vergenerous use of boot 


lis were in order, 
mig! be made t he argument 
% Due to the rules enunciated in the John 
Hancock case (as to insurance generally), and 
G. C. M. 17817, 1937-1 CB 281, and Dimock v 
Corwin, 37-1 ustc { 9270, 19 F. Supp. 56 (DC 
N. Y.), aff'd on another issue, 38-2 ustc { 9556, 
99 F. (2d) 799 (CCA-2) (as to pension death 
benefits). 


Pension Plans 


Travelers Insurance Company opinion,” that 
the i therefore, 
stands in the shoes of the “heir, legatee, de- 


and 


insurer is a trustee, and, 


visee, distributee.” (This opinion was 
appeal dismissed, appar- 
the The most 
ty contra is the John Han- 
1 by the Court of Appeals 
District Columbia; but the 
‘S Vil acceptable to any 


W night be 
United States appellate tribunal.) 


withdrawn and the 
, " 


1+] } . { ; 
ntiy on motion yy 


insurer, 
importal 
mporta 


lecid¢ 


nt are the policy objec- 
personally 
that 
1 
insurance is built upon 


insure! 
among these is 
the com- 
otten 
the 
especially true in the 
This 


ice would be 


’ : 
Yy Casini promptly, 
is needed badly by 


th benefits. 


were 
sured ot 
tax |] 


mpany 
a 
Lh al 
vied 
probabil 

most 


1] 


Although Section 


1 ? 


] e 1OA 
dad aS long ago as 1¥4e¢ 


he Commissioner did 


surance Society 


rance company 


payable in 
nstalments und an tic | settlement to 
the beneficiary. The proce were includ- 
ible in tl decedent 


ured and 


Che court gave three reasons 


for its 
cision, and these deserve careful examination 
17S. Rept. 1631, cited at footnote 12, at p. 241. 
18 Cited at footnote 7. 

1 See text at pp. 271-272 
2 CCH Dec, 19,303, 19 


TC , No. 37 (1952). 





First, it was noted that six classifications 
were specified in Section 827 (b), and that 
the insurer must fall these in 
order to be held liable for the tax. The 
pertinent passage in Section 827 (b) reads 
as follows: 


into one of 


“If the tax herein imposed is not paid 
when due, then the transferee, 
trustee, surviving tenant, person in posses- 
sion of the property by reason of the ex- 


ercise, nonexercise, or 


spouse, 


release of a 
beneficiary, 


power 
of appointment, or who re 
ceives, or has on the date of the decedent’s 
death, property included 
under section 811 
(gz), to the extent of the value, at the time 
of the decedent's 


| gross estate 
(b), (c), , (e), (f), or 
death, of such property, 
shall be personally liable for such tax... .” 


The court observed that all of the terms 
ex ept 1 


ana 


“transferee” 
were inapplicable. 


“trustee” clearly 
two terms were 


ambiguous but might be defined by examin- 


These 


ing the context in which they were 
The 


chose a 


used 
said the court, “studiously 
og 
i 


di€ oO 


draftsmen, 


classification applica 


each of 
[of Section 811 as are 
listed in the quoted passage] and included 


them in section 827 (b) in the same order 


such subsections 


as the related property interests 
subsections (b) throu; 


section 811.” 
Thus, “ 
811 (b) (relating to dower 


interests) “transferee” 


appear in 
inclusive, of 


spouse” corresponds to subsection 
and curtesy 


and “trustee” to sub 
sections 811 (c) and (d) 


fers by 


(relating to trans- 
trust or otherwise), “surviving 
tenant” to subsection 811 (e) (joint interest), 
“person in possession by reason 
of a power of appointment” to 
811 (f), and “beneficiary” 


tion 811 (g) (life 


subsection 
refers to subsec- 


insurance) 


Up to this point, the court had done no 
more than reveal the sources of 
used in the statute. But it at once 
conclude that the “transferee” 
and referred to in Section 827 
(b), were those only to whom the decedent 
had made lifetime transfers of 
includible in the gross under 
sections (c) and (d) of Section 811, Phrased 
otherwise, it held that one might be liable 
under Section 827 (b) as-a transferee or 
trustee, only in respect of property includi- 


the terms 
went on to 
therefrom 


“trustee,” 


ronertyv 
property, 


estate sub- 


ble under subsections 811 (c) or (d). Since 
the Commissioner based includibility of the 


insurance proceeds on subsection 811 (g) 


2s Rept. 1631, cited ‘at footnote 12: H. Rept. 
2333, 77th Cong., ist Sess., 168 (1942), 1942-2 
CB 372, at p. 495. 
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alone, secondary liability of the insurer was 
out of the question. Somehow, the line of 
reasoning leaves one not completely satified. 


By way of preface, the court had ob- 
served that the statutory draftsmen chose 
the terms so “studiously” because they were 
“desirous that the holders of the property 


under each of those subsections should be 
liable eee a 


Did the tribunal mean thereby that the 
authors intended to be liable not all, but 
only some, of the “holders” of Section 81] 
assets? Presumably not, yet this is the 
effect of the court’s decision, for the in- 
surer is the usual holder of Section 811 (g) 
property at the time of the decedent’s death. 
Query, if it is not more likely that the 
draftsmen contemplated a broad sweep of 
secondary liability, covering everyone of the 
classes listed “who receives, or has on the 
date of the decedent’s death, property in- 
cluded in the gross estate under section 811 
(b). (ec), Cd), (Ce), (8), or (gz)... .” 


At the least, this construction seems as 
reasonable as that preferred by the court, 
the more so because it would serve better 
the statutory purpose of efficient and as- 
sured collection of revenues. 


The second ground for the court’s inter- 
pretation of the statute is the assertedly 
confirmatory legislative history of Section 
827 (b).™ The committee reports had noted 
that Section 827 (b) previously covered 
only transfers in contemplation of death 
or to take effect at, or after death, and life 
insurance in favor of a specific beneficiary 
They then went on to say: 


“However, all the assets referred to in 
section 811 are treated equally for purposes 
and the 


holders or recipients of all such assets are 


of inclusion in the gross estate 


accordingly placed on the same plane of 
personal liability for the tax.” ” 


But it is arguable that the Equitable Life 
decision aids the 
evidenced by the 
above legislative remark. 
of Section 811 


rather than 


purpose, as 


frustrates 
statutory 
For the holders 
(g) assets are placed on a 
preferred plane, a quite different plane of 
personal f holders of 


lability from that of 


Section 811 (c) assets. 


The court’s third and probably strongest 
argument is that Congress amended Section 
827 (b) very soon after the John Hancock 


22See preceding footnote. The reports are 
identical with respect to the quoted passage 
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new | a tt 
See athletes 


x i ganeen ener 
* 
a“ 


ill I 


had held 


knowing of the 


case free from 


decision, the 


insurers liability; 
legislators 
failed to change the Hancock 
rule explicitly, did not intend a 
Even this argument, 

For the 
did change the text of Section 827 (b) and, 
if it knew of the Hancock decision (as is to 
be presumed), it can be 
amen 


nevertheless 
hence they 
departure therefrom 


however, is assailable Congress 


argued that the 
meant to change the rule 
of that case. The question here is whether 


atutory text so that one 


dments were 


can 
trans 


1 


to mean that “the 


who receives, or has on 


| 


’ 
decedent 


estate under section 


(f), or (g) gxere 


‘ 
Iment to 


it amen Warrant tne 


conclusion that 


Congress intended to change 
| 

hether the 

may be held liable 


Section 827 (b) s “the 


the John Hancock rule, that is, w 


insurance company now 


under transferee 


for] trustee ... wh . has on the 
date decede1 
led 


cluded in the gross 


property in- 
section 811 
to)... 54”. “S06 plrase the 


thus is to indicate that the 


question 
court’s argument 
in this entails 


reasoning, for its 


respect somewhat indecisive 


canons of construction 
can be opposed readily by others of at least 
equal for 
Moreover, four judges (Murdock, Turner, 
Opper, and Bruce, JJ.) dissented though with- 
out opinion. The opinion was not that of a 
single judge, but was reviewed by the court 


Pension Plans 


Here, perhaps, we have our vital clue. 
For it becomes conceivable that a consider- 
ation which is unmentioned in the 
carried the day with the court. The answer 
may ultimately well lie, not in the sphere 
of efficient revenue collection at all, but in 
the realm of the insurance business itself. 
That is to say, a reluctance to hinder 
prompt payment of insurance proceeds, as 
well as the policy reasons which were so 
influential in the John Hancock case, very 
possibly affected the Tax Court so strongly 
as to make the above three grounds for 
decision far weightier than otherwise would 
have been the case. Yet the omission to 
make these policy concerns explicit in the 
opinion seems to impair the reliability of 
the case as precedent, for one cannot be 
sure that another court would feel content 
to endorse the approach of the Tax Court 
in the Equitable Life case.” An appellate 
decision in the case would be a welcome aid 
in laying down a reliable guide for future 
practice. 3ut there is no sign (as this 
article is being written) that such assistance 
will be forthcoming. 


opinion, 


One warning should be offered to prevent 
excessive reliance upon the rule of the 
Equitable Life case: The Commissioner’s 
foundered because of the Tax Court's 
decision that, under Section 827 (b), one may 
not be a “transferee” or “trustee” in respect 
of property included in the estate under 
subsection (g) of Section 811, relating to 
proceeds of life insurance. And the Com- 
missioner had offered no alternative ground 
of includibility. Perhaps a different result 
would have been forthcoming had he con- 
tended that the insurance was includible 
under subsection 811 (c) or (d), to which 
(it will be recalled) the classifications 
“transferee” and “trustee” were held to 
relate; or had he contended that the insurer 
was a person in possession of property by 
reason of the 


cause 


exercise, nonexercise or re- 
lease of a power of appointment, and that 
the proceeds of life insurance property 
subject to such therefore in- 
cludible in the 


811 (f). 


That 
future 


were 
power and 


gross estate under Section 


this is a lively possibility for the 
becomes apparent if we recali that 
in G M. 27242," the Treasury ruled that 
death benefits under pension plans (there 
trusteed) were includible 
gross estate under 


*% See footnote 1. 


in the employee’s 
subsections 811 (a), (c) 





(d) and (f), where the employee during 
life could change the beneficiary. 


The question of the extent to which life 
insurance proceeds can be held includible 
under subsections of Section 811 other than 
subsection (g) is beyond the scope of this 
article, indeed would supply ample material 
for an article all its own.™ However, it 
may be pointed out that life insurance has 
been included in the gross estate under 
what is now Section 811 (c) (1) (A), as a 
transfer in contemplation of death;* under 
Section 811 (c) (1) (B), as a transfer under 
which he retained the right “either 
alone or in conjunction with any person, to 
who shall 
or enjoy the property or the income there- 
from”;” and under Section 811 (c) (1) (C), 
anster t ) take effect in possession o! 


death.* 
More ver, there are that the 
ceeds might be held includible 


tion 811 (d) ™ and (f).” 


If Section 811 (c) or 
applicable, it is not 


has 


designate the persons possess 


as altr 


enjoyment at or after the donor’s 


signs pro- 


unde 


(d) should be held 
that 


under Sectio 


inconcely able 
find that, 


” 


tribunal would 


(b), “transferee” covers an 


insurance 


pany 31 


As for other decisions as authorities, the 
government apparently has been 
simonious with its efforts to press 
in other courts, and so 


federal 


aid. Some of the relat 


de isions 


examined briefly: 


In West Coast Life Insurance Company v 


Twoaood,” the court held that an insurance 


*% See Warren and Surrey, Federal Estate and 
Gift Taxation (1952 ed.) at p. 379 and following. 
See also Warren and Harnett, Federal Taxation 
of Life Insurance, soon to be published. 

2° Regs. 105, Sec. 81.25; Hstate of P. Garrett 
v. Commissioner, 50-1 usrc 9 10,761, 180 F. (2d) 
955 (CA-2); Estate of William E. Sloan v. Com- 
missioner, 48-1 usrc { 10,623, 168 F. (2d) 470 
(CCA-2); Estate of Barnett Satuloff, CCH Dec. 
16,167(M), 6 TCM 1246 (1947). 

27 Schultz, Exr’x. v. U. 8., 43-1 ustrc § 10.049 
(DC Mo.), aff'd 44-1 usre 7 10,099, 140 F. (2d) 
945 (CCA-8). 

* Schultz v. U. 8., cited at footnote 27. Cf. 
Estate of Mabel EB. Morton, CCH Dec. 16,869, 
12 TC 380 (1949) and Estate of John J. Tuohy, 
Jr., CCH Dec. 17,496, 14 TC 245 (1950) (life 
insurance beneficiary elected optional settle- 
ment, retaining life interest); Estate of William 
J. Higgs, 50-2 § 10,782, 184 F. (2d) 427 
(CA-3) 

2» state of Mabel B. 
note 28. 

*® Paul, Federal Estate 
(Supp. 1946), at p. 323. 

%1 See, for example, In re Scott’s Estate, 249 
App. Div. 542, 293 N. Y. S. 126 (1937), aff’d 
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company might not withhold sufficient in- 
surance proceeds to pay a possible estate 
tax. But this decision rested solely on the 
conclusion that the executor had an action 
for reimbursement™ against the insurance 
beneficiary only, and that the insurer was 
not a beneficiary. The litigation arose on 
an interpleader brought by the insurer 
against various claimants, and did not in- 
volve the Commissioner at all. The court 
did not consider at all the possibility that 
the insurer might be personally liable to 
the Commissioner under Section 827 (b). 
This latter issue probably was not raised 
because the executrix was in litigation with 
the Commissioner already. Perhaps the 
insurer preferred to avoid a court decision 
on the issue; or, reliance may have been 
placed by the parties on the John Hancock 
case, despite the major changes in the 
since that case had been decided. 


statute 


Insurance carriers have been ordered to pay 
executors a pro rata share of taxes allocated 
to each of several life policies. (/ 


Adolph Wexler.™) But the discussion 


law is omitted from the Wezler opin 


Section 82 


is no indication that 
lealing with personal liability to the Un 
vas considered at all. Moré 


late of death is not mention¢ 


t is unclear whether the old 


the new Section 827 (b) would have 


to the decedent in question, if the pr 


were applicable at all. 
The John Hancock case 


# 7 Al 
Estate of Joseph el 


was referred to in 


Goar,” which dealt 


the liability of life insurance beneficiaries 


} ri } ] ‘ 
distinguished awa 


the Goar opinion 


without opinion 274 N. Y. 538, 10 N. E. (2d) 
538 (1937), cert. den. under the name of North- 
western Mutual Life Insurance Company v. 
Central Hanover Bank & Trust Company, 302 
U. S. 721, 58 Sup. Ct. 41 (1937) (Cholding that 
‘“‘upon the death of the insured there is a trans- 
fer to the insurance company of property, the 
proceeds of the policy, and while this transfer 
may be simply a matter of bookkeeping in- 
volving no segregation of specific funds, there 
is a sufficient change to justify the application 
of the [applicable statute] *; the 
executor there sued insurers for reimbursement 
on the theory it was subrogated under state 
law to the sovereign’s right under Sec. 827 (b)) 

#2 50-1 Supp. 710 (DC 
Calif.). 

* Under Sec. 826 (c), giving the executor a 
right over, against the beneficiary of life insur- 
ance, for an aliquot portion of the estate tax 
incurred and previously ‘“‘paid’’ in respect of 
the includible proceeds 

* 51-1 usre { 10,799, N. Y. L. J., January 16, 
1951, p. 190 (Sur. Ct. N. Y.). 

% CCH Dec, 17,899(M), 9 TCM 854 (1950). 


rated 


ustc § 10,757, 83 F. 
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earlier case cursorily, on the ground that it 
concerned an insurer’s liability; the Goar 
court did not discuss the new Section 827 
(b) except in so far as it subjected an in- 
surance beneficiary-trustee to personal lia- 
bility for the commuted value of insurance 
instalments payable in futuro.” 


Application of Section 3467 
of the Revised Statutes 


The suggestion has been made that Section 
3467 of the Revised Statutes ™ imposes lia- 
bility on insurance companies, That statute 
reads 

“Every 


signee, or 


executor, administrator, or as- 
other person, who pays, in whole 
any debt due by the person or 
for whom or for which he acts before 
he satisfies and pays the debts due to the 
United States from such person or estate, shall 
become answerable in his own person and 
estate to the extent of 
the debts due to the 


or in part, 


é state 


such payments for 
United States, or 
for so much thereof as may remain due and 
unpaid.” (Italics supplied.) 

This statute does not seem to apply to in- 
To fall within the scope of Section 
3467, an insurer would have 


“any debt due by 


surers. 
to be someone 
the pe 
which he acts.... 
over proceeds to the 


insurer 


paying 


rson Or 
estate for whom or for ~ 
In paying benficiary, 
acquits his contractual 
igation, but no “debt” of the 

Moreover, he 


} } 


insured, and 


own 
policy- 
does not represent 
“per- 
whom or for which he 
even where policies had been held in 
by someone 


so there is really no 

or estate Io! 
acts,” 
escrow to secure a debt of the 
Perhaps the 
if the insurer 


insured. statute would apply 
were to pay proceeds over to 
creditor. But 


ment would create 


the beneficiary’ this arrange- 


a special relationship not 


common between insurer and beneficiary. 
TRUSTEE’S PERSONAL LIABILITY 


Present Law 


The government’s 


trustee of a 


that the 
personally 


position is 
pension 


s é' 
plan is 


liable for estate taxes to the extent of death 
benefit funds, which are in the trustee’s 
hands at the death of the decedent employee 
and which are includible in the latter’s 
estate. Resort is made first to the executor 
or administrator, then to the beneficiary, 
and only then to the trustee.” More than 
one commentator regards the trustee as 
personally liable, although the Commis- 
sioner apparently never has tried to collect 
from a pension trustee.” 


Reference to the Code shows that pension 
plan trustees are covered by the following 
language in Section 827 (b), “ . trustee 

who receives, or has on the date of 
decedent’s death, property included in the 
gross estate under section 811 (c), 
(d), ... [and] (f) ...” with the reserva- 
tion that, under the Equitable Life decision 
discussed above, one cannot be liable here as 
a trustee in respect of property includible 
under subsection 811 (f) but only subsections 
(c) or (d). 


the 
new Section 827(b) “ as they were under the 
old.“ By hypothesis, the trustee will have 
the death benefit fund at the employee’s 
death, and that fund will be included in the 
gross estate under subsections 822 (c), (d) 
and (f).* Not only is the “trustee” specif- 
ically included in subsection 827 (b), but a 
trustee has been held to be a “transferee” as 
well.® 


Trustees are liable generally under 


Under Section 827 (b), prior to its amend- 
ment in 1942, a 


of a Section 811 (c) transfer. 


trustee was liable only in 
Had 
-ruling death 
benefits pension plan includible, 
that is, Section 811 (c)—the pension 
trustee would have been personally liable 
for estate tax due where death benefits were 


the case 
G. C. M, 27242 then appeared 
under a 


under 


payable at the employee’s death. 


It has been suggested, too, that liability 
might be premised on Section 901 (b), whicl 
provides that a fiduciary for a person sub- 
ject to the liability specified in Section 900 
shall assume on the behalf of such person 
the latter’s duties. The trustee acts as fidu- 





% The trustee was treated in its role as the 
designated beneficiary of the policy, rather than 
because it was a trustee 

%7 As amended by the Revenue Act 
Sec. 518 (a), USC, Title 31, Sec. 192. 

% Letter, D. S. Bliss, Deputy Commissioner, 
April 15, 1947. 

3% See footnote 38 

# Equitable Trust Company, CCH Dec. 17,278, 
13 TC 731, at p. 734 (1949) (inter vivos trust, 
life estate reserved to decedent settlor). 

41George W. B. Roberts Trusts, CCH Dec. 
16,895(M), 8 TCM 291 (1949) (inter vivos trust 


of 1934, 


Pension Plans 


See also 


to take effect at or after death). 
Estate of Joseph E. Goar, cited at footnote 35; 


Malcolm D. Champlin, Adm’r, CCH Dec. 16,994, 
6 TC 280, at p. 285 (1946); Estate of N. P. 
Cutler, Jr., CCH Dec. 14,897, 5 TC 1304 (1945). 

42 G. C. M. 27242, see footnote 1. 

#8 Estate of N. P. Cutler, cited at footnote 42, 
involving, however, the trustee of a _ testa- 
mentary trust. The case involved Sec. 900 (e), 
but, seemingly, there is no reason why the 
holding should not apply as well in interpreting 
‘‘transferee’’ under Sec. 827 (b). 
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ciary for the cestui que trust. And the lat 
ter conceivably might be held to be a person 
subject to Section 900 liability as a “trans- 
feree,” defined to include “. . . heir, legatee, 
devisee and distributee, and includes a per 
son who, under section 827 (b), ts personally 
liable for any part of the tax.” * 


plied.) 
The cestui might be 


Section , as a 


(Italics suj 


liable today under 
tt, - ’ ” +1 

transteree, as tne 
recipient of property 
sections 811 (c) or 
Section 827 


placed up 


under sub 


In addition, under 


includible 
(d). 


(b), as amended, liability is 


“person in 

reason of the exercise, nonexercise, 
lease of a power of appointment 
receives ... property included 
estate under Section 811 


(e),} (£), or 


added to ¢ 


statute by Equitabl 


But is the benefi pension plan 
death benefits liable under Section 827 (b)? 
He does take by reason of the exe 


a right in the nature of a power of appoi 


, 
' 
ment in G. C. M. 27242 situations, that 
where the 
nated him as 


decedent employee has 


beneficiary and might 


substituted anothe 


as such beneficiary. 


“ 

believe, however, that since Section 827 (b) 
liability 
sion of the property” 


sé 


lx. 
covers only one who is “in posses 


receives’ 
such property, the beneficiary is liable only 


and “who 


where the death benefit has been paid t 
and the trustee therefore no | 
as his fiduciar lo phrase th 


where the pension trustee acts 


t 
for the beneficiary, the latter is not affected 
by Section 827 (b); and absent his liability 
look els« whe re tof! 
something on which to predicate fiduciary 
liability. This conclusion is 
the results of 
the old 


thereunder, we must 


supported by 
during the life of 
(b) and 900 (e). 


litigation 
Sections 827 

Before the amendment of Sections 827 (b) 
and 900 (e), 
cessful in 


the Commissioner was unsuc- 
hold the que 
trust personally liable for the tax. (Higley 


an effort to cestui 


tGi 


* Code Sec. 900 (e) 

“4 wstrc f 1234, 69 F. (2d) 160 (CCA-8, 1934). 

“The original Sec. 827 (b) contained Sec. 
315 (b) of the 1926 act, as amended by the 
1932 act, Sec. 803 (c), to reflect changes made 
in Sec. 811 (c) by the Joint Resolution of March 
3, 1931, and ratified, as it were, in Sec. 803 (a) 
of the 1932 act. The Higley case involved a 
decedent dying in 1926 so that Sec. 315 (b) of 
the 1926 act was applicable. The transfer was a 
gift in contemplation of death, within the scope 
of that statute even before secondary liability 
was extended (by the 1932 act) to the new 
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v. Commissioner“) In the Higley case, the 
court dismissed the two pegs of liability, under 
Section 315 (b) of the Revenue Act of 1926 
—later known as Code Section 827 (b) “— 
which had been asserted by the Commis- 
saying (1) that 
only to insurance beneficiaries in the 
ory context, and (2) that a trust cestui 


was not a “transferee.” As to the 


sioner, “beneficiary” re- 


latter 
mrt eaid + u east dou - 
cou Sadldi it WaS a icast LOU DL 


applied and that the 
ntitled to a 


“transferee” 


was favorable 


payment of 
or may not 
upon the 


tunity for him 


ne 
I 


"© (Kralies 


In the light of this litigation, a court very 


probably would presume that C would 


have changed Section 827 (b) expressly to 
impose hability on the had it wished 
ambiguity 


i] 
ection likely 


oneress 


cestul, 
to do so at all; hence, every l 
subsequent amendments of the 
would be resolved by the favor 
if the Higley 


+ 


courts in 
Moreover, 
statutory 


the new statute does not deviate in impos- 


of the 


taxpayer 
statement of 


put pose 1s correc 


ing lability o cestui que trust 


who “receives” prope ipso 
48 


facto tree ol 
the trust 
cases of Sec. 811 (c) transfers rendered in- 
cludible by the Joint Resolution. The crucial 
question in the Higley case revolved about the 
nature of the classes of persons secondarily 
liable, and not the type of transfer involved. 

4769 F. (2d) at p. 163. Does the quoted ex- 
position make the recent Equitable Life deci- 
sion the more satisfying? 

4 And if a cestui is not a ‘‘transferee’’ under 
Sec. 827 (b), he probably is not a ‘‘transferee’”’ 
for the purposes of procedural Sec. 900, in the 
case here studied, that is, pension plan death 
benefits payable by the trustee 
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On the other hand, wherever the decedent 
employee appoints the death benefit to an- 
other by will, the appointed payee is a “leg- 
atee”—one of the 

under 900 


trustee is under 


varieties of “transferee” 

(e)—and the pension 
Section 901 (b) as 
that transferee’s fiduciary. In such case, the 
payee takes a specific legacy, title to which 
passes at the testator’s death directly to the 
who therefore might be said to 
have constructive possession of the 
benefit.” 


Section 
liable 


legatee, 
death 
This ground of liability could be 
eliminated easily, of course, by prohibiting 
testamentary designations of the beneficiary 
by the decedent employee. 

It has been noted above that a testamen- 
tary trustee h held to be a “trans- 
feree,” and, as such, subject to Section 900 


liability A 
h 


deat! 


as bee n 


pension trustee, holding the 
benefit for a testamentary trustee, 
would be the latter’s fiduciary and, there- 
fore, liable under Section 901 (b), 


the same 


even if 


both 


company should serve as 


trustees.” 


HOW CAN THE TRUSTEE 
PROTECT HIMSELF? 


Trustees administering pension (or profit- 
sharing) plans are personally liable for fed- 
eral estate taxes where the plan involves a 
benefit payable at the employee's death, 
and includible in his gross estate for federal 
estate tax purposes under G. C. M. 27242, 
because during life he could designate his 
beneficiary, Therefore, such trustees should 
seek some means of avoiding or minimizing 
the expense 
bility. 


likely to result from such lia 

Though one may say it is not completely 
settled principal 
competitors of trustees in this area, are not 
subject to a similar liability, most, if not all, 
insurers now will operate as if free there- 
from. It follows, then, that trustees adopt- 


that insurance companies, 


ing protective devices must be beware of 
incurring thereby some disadvantage vis-a- 
vis their insurer rivals. 

Increasing the cost of the service, and 
excessive delay in making payment, are 
fraught with competitive risk and should 
be avoided. An affidavit as to the size of 


the estate, obtained from the widow or per- 
sonal representative, might be a practical 
aid, since in the usual case where the em- 
ployee leaves no more than $120,000, at least 
one half being given outright to his wife, 
no estate tax is incurred, This step, of course, 
does no more than minimize the uncertainty 
which 
bility. 


confronts the trustee as to his lia- 
Requiring a bond seems unattractive 
because of the expense and, more so, be- 
cause of the tedium and unpleasantness to 
the survivors which bonding seems to en- 
tail. A simple reminder to the beneficiary, 
widow and perhaps executor or adminis- 
trator that the death benefit must be re- 
ported for estate tax purposes would seem 
to be one advisable measure. 


Probably the best course is to amend the 
form trust agreement, to shift ultimate 
liability from the trustee to the business 
organization (setting up the plan), provid 
ing, also, that items not paid for by the 
latter be a first charge upon the trust cor- 
pus. Such 
with 


a provision is not 
respect 


uncommon 
to attorneys’ fees and other 
expenses incurred by the trustee in admin- 
istering the pension plan.” It places a pos- 
sible expense of the plan where it belongs, 
at least as against the administering trustee. 
Of course, any of the other safeguarding 
devices previously discussed can be employed 
in addition to the last suggested. 


A PROPOSAL FOR LEGISLATIVE REFORM 


The measures suggested above may prove 
useful stopgaps while bar, bench, Treasury 
and national legislature consider whether 
clearly to accord equality of treatment to 
insurance company and trustee in this area. 
But they are no more than temporary sub- 
stitutes for the needed permanent remedy: 
legislative reform. 


For a clear policy statement is in order, 
freeing both insurer and trustee from any 
overhanging threat of secondary estate tax 
liability in the area of pension plan death 
benefits. Here, where trustee and insurance 
company are truly competitors, it would not 
seem desirable to give such a tax advantage 
to either over the other, at least without 
some pressing reason now not readily ap- 





“In re Columbia Trust Company, 186 App. 
Div. 377, 174 N. Y. Supp. 576 (1st Dep’t, 1919); 
Estate of Charles Aronstein, 111 N. Y. L. J. 
1209, 2F (Mar. 28, 1944); In re Furst’s Estate, 
112 Mise. 682, 183 N. Y. Supp. 637 (Sur. Ct., 
New York County, 1920); In re Stoiber, 103 
Mise. 654, 170 N. Y. Supp. 897 (Sur. Ct., Kings 
County, 1918). 

*® See Estate of N. P. Cutler, cited at foot- 
note 42 
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51 Some safeguard might be required by ‘the 


union to prevent depletion of corpus to the 
advantage of a decedent management official 
leaving a large taxable estate, where manage- 
ment and production benefits are payable out 
of a common fund. No very difficult drafting 
problem is presented in the few instances where 
this is the case. 





The nuisance significance of 
threatening the pension manager with 
secondary estate tax liability 

far outweighs whatever advantage 
results to the Treasury. 


parent. And policy reasons militate strongly 
against holding either to secondary personal 
liability in the death benefit area. 


Undoubtedly, weightiest among these pol- 
icy reasons is the desirability of encourag- 
ing quick payment of death benefits to the 
employee’s family. This is true, whether the 
pension plan is administered by a trustee 
or an insurance company. It is one of the 
most attractive features of any such 
plan that ready cash will be payable promptly 
to wind up the decedent employee’s affairs 
Expenses of the 


sales 


last 


illness, funeral bills 
and the like, can be provided for without 


unnecessarily complicating the existence of 
the bereaved survivors. The widow may get 
squared away for the future without undue 
delay. 


In addition, the administrative burden on 


whomsoever manages the pension plan, to 
safeguard against expense due to secondary 
estate tax liability, would be inc 


and costly far beyond the 


onvenient 
resultant benefit 
in facilitating tax collection. 
stands to be lost; the estate 


Little revenue 
levy is not a 
large event. The 


revenue provider in any 


large covered by 
benefits leave 


federal estate 


majority of employees 
pension plans paying death 
estates small to incur a 
tax. Moreover, in only a few 
tax is would it be necessary to 
t to the person secondarily liable; the 


too 
cases whe re 
incurred 
resort 
record shows that in the past the Treasury 
has managed well enough without asserting 
liability, for both and bene- 


such executor 


TAXABLE OR NOT TAXABLE? 


Interesting 


determinations as to the applicability of 


ficiaries continue liable and the tax is a lien 
against all the gross estate by virtue of 
Section 827. Yet, if the pension trustee or 
insurer were subject to the risk of secondary 
liability, it would have to check the tax 
status of every decedent employee’s estate 
involving a death benefit. The expense would 
be considerable, and it would be reflected 
in the cost of the death benefits; in other 
words, fewer dollars available to pay death 
benefits would result per dollar of cost, 
because of an inefficiency in the plan grow- 
ing out of secondary tax liability. If the 
Treasury fears omission to report receipt 
of such benefits, a far better solution would 
be to require the pension manager to file 
an information with the 
sioner when death 


return Commis 


it pays a benefit. 

It may be added that the policy objec- 
tions of the court in the John Hancock case, 
discussed above, still apply, not only to in- 
surance companies but to trustees as well. 
The beneficiary lacks the option, where the 
executor has not paid the tax, to pay it out 
of new property or old holdings, whether 
ollect the 
amount due from the insurer or the truste¢ 


the Commissioner attempts to ¢ 
The administrative burdens on the 
similar. It is true 
insurer, is bound to a fiduciary’s duty to 


two are 
that a trustee, but not an 


represent fully the beneficiary, but this re- 
inforces the insurer’s case for freedom from 
secondary liability without weakening the 


trustee’s 


case for similar treatment 
On the c 


whether 


is 
yitrary, it 


vould seem that 


pension plan death benefi 


payable by an insurance company or < 
tee, the nuisance significance of thr 
the pension manager with secot 
tax liability far outweighs wl 
vantage results to the Treasury 
new C 
remedy this situation 


Perhaps the will act to 


[The End] 


ongress 


State taxes art 


constantly being made by state courts and administrative bodies. Those 


below are taken from CCH Atut-Srate SALes TAX Reports 


Question 


Is the money received from a financing 
third party who bought a series of 
conditional sales contracts with the 
understanding the taxpayer was to re- 
purchase any delinquent contracts sub- 
ject to the Indiana gross income tax? 

Are season passes to dramatic plays, 


sold as club memberships, subject 
to the Georgia sales tax? 


April, 1953 @ 


Answer 

No. The transaction was a loan and 
the assignment of the contracts was 
security for the loan (Ind. S. Ct.). 


Yes. The fact they are sold as club 
memberships does not make them 
exempt (Georgia Attorney General). 


TAXES —The Tax Magazine 





“Deathly” Benefit Payments 


By ARTHUR SUSSWEIN, CPA 


Benson Susswein and Company 
New York City 


\ 7HEN the Revenue Act of 1951 became 


law late in that year, the greatest in- 


terest of advisers 


taxpayers and tax was 
aroused by provisions such as the changes 
in the excess profits tax, the increases in 
rates and the codification of a rule on fam- 
ily partnerships 


ly, however, considerabie in- 


terest has been evidenced in new Code Sec- 
tion 22 (b) (1) (B), which also was included 
in that act, and has been discussed 
recently in an article in these pages.’ This 


Wuite recent 


~ 


which 


section enlarges the class of tax-exempt re- 
ceipts to include “amounts 
under a contract of 
for the 


receive d 
an employer providing 
such amounts to the 
beneficiaries of an employee, paid by reason 
of the death of the employee...” but limits 
the “amounts excludible by all the 
beneficiaries of the employee under all such 
contracts of any one employer” to $5,000. 
(Italics supplied.) 


payment of 


A very quick glance at this provision 
might have led to the impression that Con- 
gress, by an act of legislative grace, had 
sought to clear up the confusion as to the 
treatment of voluntary payments created by 
the rulings and cases discussed in the arti- 
cle mentioned above. As a matter of fact, 
the authors of that article may have con- 
tributed to that impression, even though 
they pointed out that “Under I, T. 4027 
voluntary payments are now treated as tax- 
able, whereas under Section 22 (b) (1) (B) 





1Charles A. Scharf and James F. Ouchter- 
loney, ‘‘Death Benefit Payments,’’ Taxes—The 
Tax Magazine, October, 1952, p. 789. 

2 1950-2 CB 9. 


‘“Deathly"’ Benefit Payments 


Payments Made by an Employer 
When an Employee Dies Are 
Producing Deathly Tax Results 


payments pursuant to contract are tax ex- 
empt to a limited extent.” The significance 
of this quotation unfortunately was sub- 
merged by the article’s reference to I, T. 
4027,7 I. T. 3329 and the cases dealing 
with allegedly voluntary payments as “the 
background of the enactment of Section 22 


(b) (1) (B).” 


While it is important in any considera- 
tion of the subject to examine the treatment 
of both types of payments, it is important, 
also, to keep in mind the differences and 
distinctions. With reference to the back- 
ground of Section 22 (b) (1) (B), there has 
never been any question as to the taxability 
of contractual payments; most of the liti- 
gation been concerned with whether 
specific payments were voluntary or con 
tractual. What seem the most significant 
clues to the purpose of this addition to the 
Code are its inclusion under the section 
dealing with the exemption of life insurance 
proceeds and the language of the Senate 
Finance Committee’s Report on the 1951 
act which refers to this provision as cor- 
recting the “hardship” which had been cre- 
ated by limiting the exclusion of “amounts 
received . by reason of the death of the 
insured” to life-insurance proceeds.‘ 


has 


Problems Created by Section 22 (b) (1) (B) 


While this section may not have cleared 
up any of the confusion relative to voluntary 
* 1939-2 CB 153. 


*Report of the Senate Finance Committee, 


to accompany H. R. 4473, Rept. No. 781, 82d 
Cong., 1st Sess. (1951), p. 50. 
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payments, it has created new problems which 
have to be considered before the section 
is used as a basis for tax planning. The 
earlier article has done a rather thorough 
job of discussing some of these problems 
(such as “Type of Contract,” “Parties to 
Contract,” “Beneficiaries,” “Allocation of 
Exclusion,” “Relationship to Section 165 
(b),” “Relationship to Estate Tax” and 
“Application of Section 126”), with partic- 
ular emphasis on the position of the re 
cipient. 

Answers to some of the questions raised 
in that have been given in the 
proposed regulations,® published in the Fed- 
eral Register on November 14, 1952, with 
the customary 30-day period for the regis- 


discussion 


tering of objections. The “answers” may be 
summarized: Type of Contract—written con- 
tract but if there is an established plan or pro- 
gram applied to the employees generally or to 
one or more classes of employee and communi 
cated to the employees, a contract will be 
deemed to exist; Parties to Contract—em- 
ployer and employee by implication but pay- 
ments made through a pension trust or welfare 
fund can quailfy; Beneficiaries—payments may 
be made to the employee’s estate or to those 
usually included in the term “beneficiaries” but 
beneficiary may also be a partnership or a 
corporation; Allocation of Exclusion—where 
a total of more than $5,000 is paid by one 
employer to more than one beneficiary of 
the same employee, the exclusion will be 
allocated in proportion to the distribution of 
the total amount of the benefits; Relation- 
ship to Section 165 (b)—payments made by 
a trust exempt under Section 165 (a) are 
included within the provisions of this sec- 
tion but any part of the benefits attributable 
to the employee’s contributions “shall be 
disregarded in determining the amount paid 
by an employer.” Exactly how these pro- 
visions and the 3 per cent annuity rule will 
harmonize is not indicated. 


Other significant features of the regu- 
lation are: (1) It is immaterial whether 
the payments are received in a lump sum 
or instalments but, if “the proceeds are 
held by an employer under an agreement 
to pay interest,” the interest is taxable 
(note the similarity to the treatment of life 
insurance proceeds); and (2) the exemption 
does not extend to payments coming from 
amounts “primarily intended to be used to 
provide benefits for the employee himself 
at some future time if he had lived,” for 


example, amounts “accumulated for pay- 
ment to the employee under a profit-sharing 
plan,” a “survivor’s annuity,” or “the value 
of the unused leave of the employee.’ 


Deductibility of Contractual Payments 


Fortunately, there is another side to the 
death benefit coin—the deduction which it 
is proposed to consider here. Since the 
regulations (Regulations 111 Section 29.23 
(a)-9) hold payments “of the amount of 
the salary of an officer or employee” to be 
deductible when made for a “limited period” 
and “in recognition of the services ren- 
dered by the individual,” there would seem 
to be little doubt about the deductibility of 
payments made pursuant to a contract of 
the type mentioned in Section 22 (b) (1) (B). 
However, the decisions suggest situations 
where care is required. 


The deductibility of certain contractual 
payments, without any real regard to a time 
limit, seems to have been established by 
the Board of Tax Appeals, which permitted 
the deduction of substantial payments to the 
widow of a nonstockholder employee where 
the payments were made 
contract entered into in 


pursuant to a 
order to induce 
the employee to remain in the taxpayer’s 
employ while he lived.6 The Board appar- 
ently was moved primarily by the facts 
that there was a contract resulting from an 
arm’s-length transaction and that the pay- 
ments were, in effect, additional compen- 
sation for the employee’s efforts while he 
lived. 


Another case reveals that the deduction 
will be allowed even to closely held corpo- 
rations making payments to widows of stock- 
holder-officers." As a matter of fact, this 
decision indicates that there is no practical 
limitation which will be imposed even on a 
closely held corporation where the facts meet 
the hallowed tests of “reasonableness” 
“ordinary and necessary.” 


and 
Here the taxpayer- 
corporation was permitted to deduct payments 
to the widow of a stockholder-officer who was 
one of three brothers owning about 85 per cent 
of the taxpayer’s stock. The payments were 
made pursuant to an agreement entered into 
during the depression of the 1930's, after 
the officers had accepted salary reductions 
for three years. The agreement referred to 
“recognition of past services inadequately 
compensated” and to insuring of the con- 


tinuing services of the officers. The sur- 





“s Proposed Sec. 29.22(b)(1)-2 of Regs. 111. 
*Seavey & Flarsheim Brokerage Company, 
CCH Dec. 10,978, 41 BTA 198 (1940). 
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’ H. co Cushman Manufacturing Company, 
CCH Dec. 13,580(M), 2 TCM 978 (1943). 
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prising aspect of the case was that it went 
the way it did, in spite of the provision in 
the agreement that the pensions were to be 
reduced each year by the amount of divi- 
dends paid during that year on the stock 
formerly owned by the deceased 
Incidentally, though the agreement 
could have resulted in payments to each 
widow for a period up to 25 years, the 
Commissioner that the period 
provided in the agreement was “reasonable”’ 
and the Tax Court held the payments to 
be “clearly covered” by the regulation, now 
identified as Regulations 111, Section 29.23 


a)-Y 


At the other end of the contract cases 
is a recent decision*® which makes it clear 
that the 


officer. 
even 


conceded 


a writing will 
not support the deduction by the closely 
hel where the 


mere existence of 


held corporation payments are 
not reasonable, not for past services or not 
made “pursuant to a contract entered into 
at arm’s-length to retain the services of 
a valuable employee.” This case 


+} it 


lial 


indicates 
transactions between closely 
their will be 
examined as closely here as in other areas 


held cor 


porations and stockholders 


How does 


tion 22 (b) (1) 
tion pt 


this affect Sec 


new deduc 


background 
(B) and 
oblems does that 

nsions up to $5,000 probably could 


be related to 


what 


section create 


Since pt 


any employee’s 


“ 


salary and 
limited period,” it seems 
quite safe to assume that payments, 
pursuant to a contract 
Section 22 (b) (1) (B), 
under 


still be paid for a 
made 
under 
deductible 
29.23 (a)-9 


qualifying 
would be 
Regulations 111, Section 


the cited cases 


However, employers who plan to provide 


funds for such payments through life insur 
e should keep in mind that the premiums 
ll not be deductible if the proceeds are 
yable to 


ly wou 


the employer.’ The 
d be 


ls were payable to the employee’s widow 


premiums 
obab l deductible if the pro- 


yr heirs directly *® but it has been suggested 


that 


such an approach would not qualify 


ler Section 22 (b) (1) (B), if the Senate 


nec Committee report 1s to be con- 


| in determining the intent of Cong 


if this “direct” 


insurance ap 
vas used, the premiums probably 
’ Frederick Pfeifer Corporation, CCH Dec 
17,584, 14 TC 569 (1950) 
® Code Sec. 24(a) (4). 
10 See Regs. 111, Sec. 
23(p)(1)(D) 
1 Article cited at footnote 1 
2G. C. M. 16069, XXV-1 CB 84 
% CCH Dec. 19,235, 19 TC 


29.24-3 and Code Sec 


No. 2 (1952) 


‘‘Deathly”’ Benefit Payments 


yress.” 


would be taxable each year to the employee.” 
The latter point is particularly significant to 
the closely held corporation which might be 
moved primarily by tax considerations in 
undertaking such a plan. 


Summary of Tax Treatment 
of Contractual Payments 


Thus, the status of contractual payments 
may be summarized as follows: 


(1) Such payments, up to $5,000, will be 
tax exempt in the hands of the recipient, 
unless the Commissioner successfully raises 
an objection as to the “bona fides” of the 
“contract.” (This conceivably could occur 
in the case of a closely held corporation 
where it was sought to use Section 22 (b) 
(1) (B) as an aid in affecting transfer of 
the decedent’s interest to the 
“partner.”) 


surviving 


(2) Such if made directly by 
the employer to the beneficiaries, will be 
deductible in any amount when they meet 
7 - c Lhd ” 
fairly broad tests of “reasonableness,” even 
held 


payments, 


in the case of a closely corporation 


(3) Where the contractual liability is to 
be funded by insurance it is imperative to 
consider, in advance, the tax positions of 
all parties wih a view to the year of 
deduction and taking maximum advantage 
of the recipient’s tax exemption. 


Current Status of Voluntary Payments 
What of the 


ously discussed ? 


voluntary payments previ- 
The decision in the Alice M 
MacFarlane case,” handed down since the pub 


lication of the earlier article, seems to make 
sidering the treatment of such 
payments. As the that article 
pointed out, the Bureau of Internal Revenue 
ruled (O. D. 1017 and I. T. 3329) * that 
voluntary death payments were not taxable 
to the recipient. In a 


matters, however, the 


it worth recor 
authors of 
twice 
series of litigated 
Commissioner over- 
these 
allegedly voluntary pay 
fact, not voluntary 
though some of them were 
forceable.” It should be 


of these cases cited I. T. 


came the principle of 
that 


were, in 


rulings by 
establishing 
ments even 
also not en- 
that 
3329 or involved 


noted none 


a reliance thereon by the taxpayers 
4#O. D 
footnote 3. 
1s Brayton, Adm’r v. Welch, 41-2 usrce { 9539, 
39 F. Supp. 537 (DC Mass.); Varnedoe v. Allen, 
16-2 ustc § 9395, 158 F. (2d) 467 (CCA-5), cert. 
den. 330 U. S. 821 (1947); Hstate of Edgar V 
O’Daniel, CCH Dec. 16,343, 10 TC 631 (1948) 
aff'd 49-1 verc § 9235, 173 F. (2d) 966 (1949) 
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1017, 5 CB 101; I. T. 


2299 


cited at 





Finally, in 1949, the Tax Court considered 
the facts in the Aprill case and decided 
that they entitled the taxpayer to an ex- 
emption. In this matter, the decision to 
make the payment was inspired by I. T. 
3329, which stated that such payments were 
deductible by the employer and not taxable 
to the widow. The court found that there 
had been no obligation of the employer to 
pay the pension and discounted the language 
of the corporate resolution authorizing the 
payment “in recognition of his (decedent’s) 
services” as “satisfactorily explained by the 
desire of its officers to comply with I. T. 
3329, in which identical language was used 
and identical treatment authorized.” Most 
important, in the light of subsequent events, 
was the court’s citation of the rule of law 
laid down by the Supreme Court in Bogar- 
dus v. Commissioner,” to the effect that the 
payor’s intention controls in determining 
the tax treatment of such payments. 


Acting with unaccustomed speed, the 
Bureau answered the Aprill case with a 
new ruling (I. T. 4027) which applies to 
death benefit payments received on or after 
January 1, 1951 and which holds all such 
payments, voluntary or not, to be taxable 
if made “in consideration of services ren- 
dered by the officer or employee.” (Italics 
supplied.) The principal merits of this 
ruling were: (1) Its attempt at consistency 
with the regulation * 
from 


which declared exempt 
called awarded 
by one to whom no services have been ren- 
dered ” (italics supplied); and (2) 
its declaration of a policy which the Com- 
missioner may be expected to follow in all 
cases. 


taxation “so pensions 


MacFarlane Case 


In fact, the Commissioner followed the 
policy unsuccessfully in the MacFarlane case, 
in which he again sought to tax a death 
benefit payment by establishing an obli- 
gation on the part of the employer. This 
decision, rendered two years after the issu- 
ance of I. T. 4027, suggests that it may be 
the intention rule of Bogardus, rather than 
a ruling of the Bureau, which will control 
in these matters. should be 
noted first that the taxable year concerned 
(1944) was one not affected by I. T. 4027, 


which is not mentioned in the case, and 


However, it 


that the employer’s decision to pay the 
bonus was influenced by I. T. 3329. (After 
considering making the payment, he con- 
sulted his tax counsel “to determine if (the 
employer) could pay (the widow) a gra- 
tuity.”) Nevertheless, the facts to which 
the court appeared to give the greatest 
weight in allowing the deduction were: 
(1) The payment was prompted by the 
widow’s need, (2) even though the widow 
received a bonus which would have gone 
to her husband if he had lived, the past 
practice of the employer had been not to 
pay such bonuses when an employee dies 
before the customary bonus date, which is 
what happened here, and (3) the payment 
was made directly to the widow and not 
to the estate. 


The latter point may be particularly in- 
dicative of Tax Court thinking, since the 
point also was made in the only voluntary 
payment case decided against the taxpayer 
in which I. T. 3329 was cited (Bausch 
Estate). This case held payments to the 
estates of deceased founder-officers taxable 
under Section 126 even though there was 
no enforceable right to the payments. The 
court decided against the taxpayer because 
the payments were related to services and 
there had been a custom of making such 
payments to the The 
earlier Aprill case was distinguished be- 
there the payments 
the widow. 


The effect of the MacFarlane 
decision must also be judged in the light 
of the opinion of the Court of Appeals for 
the Second Circuit affirming the Tax Court 
in Bausch Estate. The court of appeals 
which took the same position in an earlier 
held that a voluntary payment is 
not necessarily a gift under the Code and 
that these were 
found to be a “reward for past services” 
were, therefore, “compensation for personal 
services.” Furthermore, the court pointed 
out, the payments were made to the estate’s 
executors who “in contemplation of law 
continued the legal personalities of the em- 
ployees and were specifically taxed undet 
Section 126 (a) upon receipts for services 
by their testators.” The correctness of I. T. 
3329, which already had been modified by 
I. T. 4027, was not considered. 


founders’ estates. 


cause were made to 


possible 


P 28 
case, 


such as which 


payments 





1% Louise K. Aprill, CCH Dec. 17,275, 13 TC 
707 (1949). 

11 37-2 ustc 7 9534, 302 U. S. HA. 

1% Regs. 111, Sec. 29.22(a)-2. 
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” Estate of Edward Bausch, CCH Dec. 17,725, 
14 TC 1433 (1950), aff'd 51-1 usrc { 9146, 186 F. 
(2d) 313. 

» Mstate of Edgar V. O’Daniel, cited at foot- 
note 15. 
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Summary of Treatment 
of Receipts of Voluntary Payments 


The distinction made by the Tax Court 
between payments to the widow and pay- 
ments to the estate seems tenuous at best 
in view of the fact that Section 126 could 
be applied to the widow as well as to the 
estate. The principal question open at this 
time appears to be whether it will be pos- 
sible, in a post-1944 situation, to have a 
fact pattern in which there will be a truly 
“voluntary” payment not made as a “reward 
for past services.” 

Conceding the possibility of such a situ- 
ation, it seems certain that the Commis- 
sioner would contest it pursuant to I. T. 
4027. However, the intention rule of Bo 
jyardus v. Commissioner has never been re- 
d, though the case was distinguished 

mv, Welch” 


; 


It may be safe to say, therefore, that 


I. ‘T. 4027 is not the last word on voluntary 
payments and that there is still the possi- 
bility of a decision upholding the tax-exempt 
status of a voluntary death benefit payment. 
The Aprill and MacFarlane 


decisi ns indi- 
te +} 


ite that the taxpayer’s best hope lies with 


the Tax Court. However, the court of 
appeals’ opinion in the Bausch case did not 
preclude entirely the possibility of a truly 
voluntary payment being made as a gift, 
and even that court might sustain the tax- 
payer’s claim to exemption if confronted 
with facts like those in the Aprill case, 
where the employer, on the examination of 
its return, had agreed to the disallowance 
of the very payments which the Commis- 
sioner sought to tax to the widow. 


Deduction of Voluntary Payments 

Since it is always desirable to conclude 
on a pleasant note, let the record show that 
the two concerned with the deduc- 
tion of voluntary payments to widows of 
stockholder-officers, have allowed the de- 
ductions under Section 29.23 (a)-9 of Regu- 
lations 111, even though there was no such 
arrangement fort 


cases > 


other personnel, no show- 
ing of inadequate compensation during the 
officer’s lifetime and a positive indication 
that the payments were at least partly based 
on the widow’s need. 
“limited period” requirement of the 
lations, the deductions were 


periods of 24 and 29 months, 


However, under the 
regu- 
restricted to 


[The End] 


STATES LOWER UNEMPLOYMENT COMPENSATION TAXES 


loyers’ tax or contribution r: 


Wi? nt! 
nempioyment 


] 


rates in Arkansas 


between $60 


a. 138. 


Montana ame! 


they would, 
vield total 


1 Cited at footnote 13. 


‘“‘Deathly"’ Benefit Payments 


tril roximately 1.2 per 
cent). H. 93 

hi provided for 
1954 and 

rate sched 

from 0.1 pet 

r the most 


on ! 
mpiovyer needcs 


reased its re 


South Dakota ha 


serve illo pe juirement 


Wyoming « 
vil] range 
cent 


fit ratio requirements 
by the amendment. 
277, Putnam, Inc., CCH Dec. 17,785, 15 TC 86 


(1950) (Acq.); McLaughlin Gormiey King Com- 
pany, CCH Dec, 16,622, 11 TC 569 (1948). 
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A Simple Application of Section 125 


Would Have Eliminated 


the Strained Reasoning in the Luton Case 


Proper Application of Net Operating 


age recent Tax Court case of Joe B 
Luton’ poses certain proble ms in the com- 
putation of the net operating loss deduction 


for an individual. 


Section 23 (e) of the Code provides that 
nonreimbursed losses may be deducted by 
individuals “(1) if incurred in trade or busi- 
ness; or (2) if 


incurred in any transaction 


entered into for profit, though not connected 


” 


with the trade or business.” * 
The Code 


loss as the 


further defines net operating 
excess of allowable deductions 
over gross income with certain adjustments.’ 
These adjustments include percentage de- 
pletion, exempt interest, the net operating 
loss deduction and capital gains and losses. 
The final adjustment, which is the one we 
are concerned with, is Section 122 (d) (5). 


It provides, in pertinent part: 


“Deductions otherwise allowed by law 
not attributable to the operation of a trade or 
business regularly carried on by the taxpayer, 
shall (in the case of a taxpayer other than 
a corporation) be allowed only to the extent 
of the amount of the gross income not de- 
rived from such trade or business.” (Italics 
supplied.) 


No. 144 (1952) 
Casualty losses, 
deductible by individuals 


1CCH Dec. 19,217, 18 TC 

2 Code Sec. 23(e)(1) and (2). 
of course, are also 
under Sec. 23(e) (3) 

® Code Sec. 122(a). 

* ‘‘Carry-over’’ is used in the inclusive sense 
to denote both carry-overs and carry-backs. 

’ Joseph Sic, CCH Dec. 16,435, 10 TC 1096 
(1948), aff'd 49-2 ustc { 9439, 177 F. (2d) 469 
(CA-8), cert. den. 339 U. S. 913; Lazier v. U. S., 
48-2 ustc 9 9402, 170 F. (2d) 251 (CCA-8); Hart- 
wig N. Baruch, CCH Dec. 16,513, 11 TC 96 
(1948), aff'd per curiam 50-1 usrc {§ 9117, 178 F. 
(2d) 402 (CA-2): see also Joseph L. Merrill, 
CCH Dec. 15,997, 9 TC 291 (1947), aff'd 49-1 
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Comparison of the italicized portion of 
Section 122 (d) (5) with the 
Section 23 (3) (1) above shows a 
different emphasis. To be deductible unde1 
Section 23 (3) (1), the loss must be in- 
curred in trade or business. To be deductible 
for purposes of computing the net operating 
loss carry-over under 122, the loss 
must be attributable to the operation of the 
trade or business regularly carried on by 
the taxpayer. If not so attributable, the 
loss for carry-over purposes‘ is allowable 
only to the extent that it can offset 


language of 


slightly 


Section 


non- 
business income. 

The above difference in language has been 
held sufficient to support the Commission 
er’s determination that an individual tax 
payer’s loss on the sale of property used in 
his business is allowable for carry-over pur 
poses, only to the extent it offsets nonbusi 


5 
ness income. 


The 


court’s 


for this result lies in the 
finding that the taxpayer was not 
regularly engaged in the trade or business 
of disposing of the proprietorship assets.* 
if the taxpayer is a farmer, his regular busi 


farming, not the 


rationale 


ness is 


selling of farm 


ustc § 9203, 173 F. (2d) 310 (CA-2); Smith v. 
U. 8., 50-1 ustc § 9232, 180 F. (2d) 357 (CA-6), 
aff’'g per curiam 491 vustc { 9311, 85 F. Supp. 
838 (DC Tenn.); Pettit vw. Commissioner, 49-1 
ustc { 9296, 175 F. (2d) 195 (CA-5), aff’g CCH 
Dec. 16,448(M), 7 TCM 357 (1948); Allan Bond, 
CCH Dec. 17,557, 14 TC 478 (1950); Charles 
Weill, CCH Dec. 18,521, 17 TC 318 (1952). 

* However, where the evidence indicates that 
the taxpayer is also engaged in the business of 
selling property of a type similar to that for 
which the loss is claimed, the limitations of 
Sec. 122(d)(5) are held not applicable. Walter 
G. Morley, CCH Dec. 15,752, 8 TC 904 (1947); 
Cf. Charles Weill, cited at footnote 5. 
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Loss Deduction 


By WILLIAM M. HORNE, Jr. 

Member of the Bars 

of Massachusetts and Indiana; 
Formerly, Tax Court Attorney 


property.’ Losses on such nonrecurrent, iso 
lated transactions must receive treatment 
similar to that accorded capital asset trans- 
actions under Section 122 (d) (4). In other 
words, such “nonbusiness” for 
carry-over purposes are allowed only to the 
extent of offsetting 
“Nonbusiness” is placed in quotes because 
these losses may at one and the same time 


losses loss 


nonbusiness income. 


be business for 
23 (e) (1) and nonbusiness losses for 
poses of Section 122 (d) (5). 


losses purposes of Section 


pur- 


The courts have expressed certain doubts 
that the 
Section 122 (d) (5) is necessarily the one 
intended to 
indicated, 


Commissioner’s construction of 


hat Congress impart to it." 
that this 
construction has the merit of applying the 


oper ating 


They have however, 


loss deduction only to normal 


business losses and those sustained 


not to 
on the total or partial liquidation of busi 
ness assets.” In the absence of any helpful 
legislative history,” the Commissioner’s con- 
struction has been upheld as a reasonable 
one.” Whatever may be the merits or vice 
of a statutory construction that denies an 
individual taxpayer the right to deduct his 
full economic loss over the loss carry 
that any change 
in the interpretation of Section 122 (d) (5) 
12 


ove! 


period, it appears certain 


will have to come from Congress. 

* Joseph Sic, cited at footnote 5; 
U. 8., cited at footnote 5. 

8’ Lazier v. U. 8., cited at footnote 5; Pettit v. 
Commissioner, cited at footnote 5. 

* Lazier v. U. 8., cited at footnote 5. 

” Such legislative history as obtains for Sec 
122(d)(5) has been thorovghly traced and 
analyzed by R. T. Boehm in ‘*Melody in G’s,”’ 
TAxES—The Tax Magazine, February, 1950, 
p. 163, footnote 18 


Lazier v. 


Net Operating Loss Deduction 


With this background, the Tax Court's 
opinion in the Luton case can, perhaps, be 
more easily dissected. 

In the Luton case, the taxpayer individ- 
ually owned and operated a restaurant busi- 
ness from January 1, 1948, to April 1, 1948 
His quarterly losses of $3,667.19 apparently 
so discouraged him that he discontinued the 
business and sold the restaurant equipment 
at a loss of $8,830.70. In 1948, he was also 
employed as manager of a restaurant owned 
by a national chain. From this employment 
he received a salary of $4,430.95. His only 
other income in 1948 interest 
in the amount of $10.40. 


was income 


In summary the taxpayer had: 


(a) “Nonbusiness” 
and interest 


income (salary 
income) 


$4,441.35 
(b) “Nonbusiness” loss (loss on the 
sale of restaurant equipment) 8,830.70 


(c) Business loss (loss on opera- 
tion of restaurant January 1, 


1948, to April 1, 1948) 3,667.19 


Taxpayer claimed that his total economic 
loss of $8,056.54 [(b + c) a] should be 
his net operating loss for 1948, which would 
give him a loss carry-back to 1946 

The contended that tax 
payer’s business loss (c) should be applied 
against his nonbusiness income (a), thus leav- 
ing a balance of $774.16. The nonbusiness loss 
(b) would then be applied to wipe out this 
balance for 1948 but no part of the remainder 
would be available as a net operating loss 


Commissioner 


carry-back under the Commissioner’s inter- 
pretation. 
The 


views 


Tax Court rejected both of these 
Instead, it declared that the proper 
procedure was to first apply the nonbusiness 
loss (b) against the nonbusiness income (a) 
disregarding any excess of loss. This step 
left the taxpayer with a business loss (c) 
of $3,667.18, which thus constituted his net 
operating loss for 1948 and became available 
as a loss carry-back to 1946. 

The result reached by the Tax Court ap 
pears clearly correct in the light of previous 
cases. Its reasoning, however, seems un- 
necessarily strained 


1 Lazier v. U. 8., cited at footnote 5. 

2 See the excellent analysis in the article by 
Leonard Raum, ‘‘Carry-overs and Carry-backs 
in Connection with the Liquidation or Sale of a 
3usiness,'’ 49 Columbia Law Review 49; see 
also R. T. Boehm, “‘Corporation Liquidation 
Loss Carry-backs,’’ Taxes—The Tax Magazine, 
September, 1950, p. 845. 





(b (c) 


> (a) 


) 
$3,667.19 plus $4,441.35* equals $8,108.54 (total allowable deductions ) 
L 4,441.35 (gross income) 


$3,667.19 (net operating loss ) 


*This 


business loss of $8,830.70 reduced in amount 


deduction, of course, is the non 


so as not to exceed the nonbusiness 


Income 


The court that it found no en- 


problem 


declared 
lightenment for the presented it 
the Code or the 
It prote ssed to find Section 122 
inapplicable for 
clear in its 


by the Luton case in either 
regulations 
(d) (5) 
made 


reason not 
Apparently the 
to determine an 


some 
opinion. 
thought it 


court necessary 


order of priority as between the business 
loss and the nonbusiness loss so as to de 
would 


business income. 


cide hirst 
The such a 


determination is not apparent in the statute. 


which be applied against 


necessity tor 


As indicated at the outset the net operating 


loss is defined as the excess of allowable de 


ductions over gross income with certain ad 


a he 
here is Section 
that 


only material 


122 (d) (5), which provides 


otherwise 


justments adjustment 


deductions allowable but 


which are not attributable to operation 


business regularly carried on by the tax 
payer will be allowed only to the extent o 
the nonbusiness portion of gross income 
Thus, applying Section 12? to the facts of 
the Luton case, both the business loss ) 
and the nonbusiness loss (b) should be 
allowable as deductions from gross income 
in computing the net operating loss althoug! 
the latter (b) 


the extent of the nonbusiness gross income 


should be allowable only to 


(a). The net operating loss would be com 
puted as shown above 

The above reasoning appears to be not 
only with the 
brings the Luton case int 


consistent provisions of the 


statute but also 


line with previous decisions Sectio1 


122 (d) (5) 


under 


[The End] 


TAX ACCOUNTING MAY BE SIMPLIFIED 


Che recommendation of the American 


Institute of Accountants that the fed 
eral tax structure be revised so that tax 
accounting would 
lished accounting 
able responss 


Ree d oft the 


conutorm to estab 


methods got favor 
recently from Chairmai 
Joint Congressional Com 
mittee on and Tax 


Internal Revenue 


ation 
Headed by 
cle le i 


mittee on 


Thomas ] Green, 


from the institute’s Com 


b¢ cle ral 


its recommendations tor 


ration 
laxation pres nted 
retorms 1m 
the manner in which 


dete 


federal tax hh 


ability is rmined. Sitting in « 


the meeting were T. Coleman Andrews, 


Commissioner of Internal Revenue, 
and Colin F. 


other 


Stam, chief of staff, and 


staff members of the con 


yomnt 


gressional committee 


At the 


mittee chairman, Mz: 


request of the jomt com 


(;reen said his 


committee will submit a comprehensive 


list of recommendations to bring about 


the conformation of tax 


and regular business accounting 


accounting 


In a statement made at the meeting 
“One 
contributions 


Chairman Reed said of the 


most whicl 


important 


could be made towards income tax 
simplification would be to require 
porting tor income tax purposes 
conform to established business method 


ot reporting income. 


“One of the 
about the 


disturbing 
tax System 1s 


leatures 
that 
taxpayers are often required to arrive 


present 


at their tax lability through 
plicated methods when the 


sult could be 


com 
Same re 
achieved through simpler 
methods, which would save both time 
and manpowet 


‘l have always believed that the 


collection of taxes is primarily 


judicial 


The 
collection of taxes should not be turned 
into a legal battlefield as it is today 
It is primarily an administrative and 
accounting problem.” 


ministrative and not 
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State Taxation of Military Personnel 
and the Soldiers’ and Sailors’ Relief Act 


By BURTON W. KANTER 
Member of the Illinois Bar; 
Teaching Fellow, School of Law, 


Indiana University 


Servicemen Are Being Taxed Unfairly 


When States Base Taxation on 


Residence Due to Military Assignment 


S INCE 1917, the United States has en- 
h gaged in two World Wars and the 
Korean war. Millions of men have 
military service at various times and under 
varied conditions; in order to alleviate these 
men of worry over their civil obligations so 
that they might devote all of their energies 
to the war effort, Congress, since 1947, has 
enacted a number of far-reaching laws to 


seen 


protect those in military service and their 
dependents financial and legal dif- 
ficulties. Many more millions of individuals 
such as creditors, landlords, employers and 
others having business dealings with those 
in service and their dependents have 
and will continue to be affected by these 
laws through postponement, cancellation 
and limitation of servicemen’s civil obliga- 
tions. Yet these laws have received relatively 
little attention in the legal periodicals. 

The act entitled “Soldiers’ and Sailors’ 
Relief From Civil Liability”? is basically 
concerned with the suspension of civil lia- 
bilities proceedings. It 
representation on 
behalf of servicemen engaged in active duty. 
Section 514,’ entitled Tax 
Purposes,” however, is concerned with pro- 
specihc taxation. 


irom 


be en 


and enforcement 


also provides for legal 
“Residence for 


hibiting 

“(1) For the purposes of taxation in 
respect of any person, or of his personal 
property, income, or gross income, by any 


State, Territory, possession, or political sub 
division of any of the foregoing such 
person shall not be deemed to have lost a 
residence or domicile in any State, Territory, 
possession, or political subdivision of any 
of the. foregoing solely by reason of 
being absent therefrom in compliance with 
military or naval orders, or to have acquired 
a residence or domicile in, or to have become 
resident in or a resident of, any other State, 
Territory, possession, or political subdivi 
sion of any of the foregoing 
and solely by 


while, 
of being, so absent 
For the purposes of taxation in respect of 
the personal property . . ot any such 
person by any State, Territory, possession, 
or political subdivision of any of the fore 
going . . . of which 
a resident or 


reason 


such person is not 
in which he is not domiciled 
; personal property shall not be deemed 
to be located or present in or to have a 
situs for taxation in such State, Territory, 
possession, or polical subdivision, or district 
Provided, That nothing contained in this 
section shall prevent taxation by any State 
of personal property used in or arising 
from a trade or business 
jurisdiction. 


(2) ‘personal property’ shall include 
tangible and intangible property (including 
motor vehicles), and (b) the term ‘taxation’ 
shall include but not be limited to licenses, 


, if it otherwise has 





“754 Stat. 1179 (1940), USC App. (1946), Title 
50, Secs. 501 and following 
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*56 Stat. 777 (1942), as amended by 58 Stat 
722 (1944), USC App. (1946), Title 50 Sec. 574 
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This article is adapted from a 
memorandum written by the author in 
August, 1952, while associated 

with the legal branch of the Chicago 
District Corps of Engineers. 


fees, or excises imposed in respect to motor 
vehicles or the use thereof; Provided, That 
the license, fee, or excise required by the 
State, Territory, possession, or District of 
Columbia of which the person is resident or 
in which he is domiciled has been paid. 


This section does not seem to change the 
ordinary legal rules governing the necessary 
factors of intention and physical association 
for the establishment of residence or dom- 
icile. It merely makes clear that domicile 
cannot be considered as having been given up 
merely by one’s physical absence. Moreover, 
domicile cannot be established elsewhere by 
reason of such mere physical absence. The 
general rule establishment 
of domicile by military personnel during the 
term of military service is that during the 
term of service, military personnel do not 
lose or acquire new domicile by being stationed 
in a particular place.’ Some jurisdictions, 
however, have held that despite military 
service one may establish a new domicile 
if he complies with the general rule govern- 
ing the manner of establishing 
idence.* 


governing the 


new res- 


Cass v. Dameron® is the only case that has 
under Section 514 of the act. The 
plaintiff, an Army Air Force officer whose 
domicile 


arisen 


was stationed in 
Colorado. The City and County of Denver 
assessed certain of his personal property, 
located in said city and county during the 
year 1948, at a value of $460. A tax of 
$23.51 was paid under protest. The plaintiff 
sued to recover that sum, claiming that the 
assessment was invalid under Section 514 
of the Soldiers’ and Sailors’ Relief Act. 
There was no allegation or contention that 
a tax, with respect to this property for this 
period, was paid in the state of the plaintiff's 
domicile. 


was Louisiana, 


The court held that the legislative history 
indicated that the purpose of Section 514 
was solely to prevent multiple taxation 





? Goodrich, Conflict of Laws (3rd ed., 1949), 
Sec. 28. 

* Work cited at footnote 3. 

5244 Pac. (2d) 1082 (Colo., 1952), CCH Colo- 
rado State Tax Reports { 24-022, cert. grant. 
under the name of Dameron v. Brodhead (No- 
vember 24, 1952), argued February 4, 1953. 
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and not to afford an exemption from tax- 
ation. With respect to the situs of personal 
tangible property under this section, the 
statutory language deemed was construed 
to mean presumed. Reliance was placed on 
an Oregon case which construed the word 
deemed in a state constitutional provision, 
relative to domicile, to mean presumed.* 
Thus the situs of personal tangible property 
is presumed to be the place of domicile. 
Such presumption, however, may be rebutted 
by showing that such property was, in fact, 
not in Louisiana at all and that there had 
been no Louisiana tax. Since Louisiana did 
not levy a tax, Colorado was the only place 
that could levy a tax without there being a 
complete exemption. The court said: 

“We believe that the second paragraph 
of the amendment indicates the legislature 
intended that taxes in the State of Louisiana 
shall have been paid before the inferences 
of situs of personal tangible property can 
be brought to play.” 

It is suggested that the substitution of the 
word preswmed for the word deemed may not 
be justified. Webster's New International 
Dictionary (Second Edition), defines the 
word deemed as meaning to have passed 
judgment, or to have rendered decision. 

The use of the word shall as an auxiliary 
verb followed by the infinitive without to 
has the meaning of must. Thus the common 
understanding of “shall not be deemed,” in 
this statute, is that it must not be judged 
or be determined that the situs of personal 
tangible property is anywhere that the owner 
is not a domiciliary. 


This construction would probably be sus- 
tained by the United States Supreme Court. 
The general rule 
tion is that when the language of the statute 
is clear there will be no reference to legisla 


as to Statutory construc- 


tive intention.» The Colorado court reads 
the legislative history to clearly indicate 
that the purpose of the legislators was to 
prevent multiple taxation and not to afford 
a complete tax exemption. If the language 
of the statute is clear as suggested, despite 
the Colorado court’s opinion as to the leg 
islative intention, the United States Supreme 
Court would refuse to look to the legislative 
history. However, it is submitted that the 
Colorado court’s interpretation of the leg- 
islative history is inaccurate. 





* See Zimmerman v. Zimmerman, 175 Ore. 585, 
155 Pac. (2d) 293 (1945). 


™ Cass v. Dameron, cited at footnote 5, at p. 
1086. 


* Wilbur v. U. S., 284 U. S. 231, 237 (1931): 
Helvering v. City Bank Farmers Trust Company, 
36-1 ustc § 9001, 296 U. S. 85, 89. 
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In 1940, the Soldiers’ and Sailors’ Civil 
Relief Act was enacted in substantially the 
same form as the Soldiers’ and Sailors’ 
Civil Relief Act of 1918. There was no 
provision dealing with personal property or 
income taxation of military personnel. It 
dealt solely with the suspension of civil 
liabilities and civil enforcement proceedings. 
In 1942, the act was amended to provide 
that for purposes of taxation of property or 
income military personnel shall not be 
deemed to have lost their domicile solely 
by reason of being absent therefrom in 
compliance with military orders. So, too, 
they will not acquire a domicile by reason 
of such absence. 


Various states, subsequent to this amend- 
ment, continued to tax the personal property 
of military personnel within their territorial 
limits. It was argued, in justification of 
this tax, that its basis was not a finding 
that such military personnel were domiciled 
within their territorial limits, which finding 
would clearly have been in opposition to 
the command of the statute, rather the basis 
for the taxation was a finding that the taxed 
property had a situs within the territorial 
limits of the taxing state. At common law, 
personal property taxes could only be im- 
posed on the basis of a finding of domicile.’ 
However, there has been a distinct trend 
away from that position and it is now the 
general rule that personal property taxes on 
tangibles may be imposed only on the basis 
of situs.” Nevertheless, the same property 
may be taxed by two or more different sov- 
ereignties over the same period of time.” 
It was the opinion of these states that the 
1942 amendment merely provided that such 
a tax could not be imposed upon a finding 
that the military personnel were domiciliaries 
of that state but could nevertheless be im- 


® Goodrich, work cited at footnote 3, Sec. 49 
” Union Refrigerator Transit Company v. Ken- 
tucky, 199 U. S. 194 (1905). In Wisconsin v. 
J. C. Penney Company, 2 stc § 10-028, 311 U. S 
435, 444 (1940), it was clearly established that 
the due process clause requires that state taxes 
‘bear fiscal relation to the protection, oppor- 
tunities, and benefits given by the State’’ im- 
posing the tax. 
One probably 
about this point 





should not be too dogmatic 

See Goodrich, work cited at 
footnote 3, Sec. 49. However, any other assump- 
tion only serves to strengthen the arguments 
presented in this article rather than weaken 
them. 

1 There is no requirement that the property 
to be taxed must be physically located for any 
particular length of time in the state imposing 
the tax. There is jurisdiction to tax so long 
as the property has its physical situs in the 
taxing state on the assessment date. For a 
detailed discussion of this point see Goodrich, 
work cited at footnote 3, Sec. 51. 
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pbsed upon a finding that the property was 
physically located and had its situs within 
the territorial limits of that state. 


The 1944 amendment was occasioned by 
these acts.” The legislative history clearly 
indicates that what was in fact made ex- 
plicit by the 1944 amendment, was intended 
to have been the meaning of the 1942 
amendment.” In 1944 the word “personal” 
was added before the word “property,” and 
the provision regarding the situs of per- 
sonal property for purposes of taxation was 
added.“* Section 2 also was added and pro- 
vided against the crediting and refunding of 
a tax “in respect of tangible personal prop- 
erty (including fees, or excise 
imposed in respect to motor vehicles or of 
the use thereof) paid prior to the date 
of its enactment.” At no time did this 
amendment receive any significant discus- 
sion either in committee or on the floor of 
the House or Senate. The amendments 
have been noted only briefly in the various 
legal periodicals * and, in general, seem to 
have attracted little attention from the legal 
profession. 


licenses, 


The 1944 amendment was approved by 
the Committee on Military Affairs of the 
House and by the same committee of the 
Senate.” These reports are not long or 
detailed, and, on the whole, deal in general- 
ities. It is just such a general statement 
that the Colorado court abstracts and cites 
for the proposition that the amendment was 
not intended to provide an exemption but 
merely to prevent multiple taxation.” 


It is submitted that because of the brevity 


and generality of the legislative 
such history is inconclusive with respect to 
the legislators’ intention. Further, it may 


be gleaned from the original proposals, as 


history, 





A survey of the state and local assessment 
dates for assessment of personal property will 
disclose that the dates are different in most of 
the 48 states. It is therefore-apparent that a 
serviceman moving from camp to camp over a 
one year period could easily be subject to mul- 
tiple taxation. 

2H. R. Rep. No 
(1944), S. 
(1944). 

18 See footnote 12. 

14 See footnote 2 

1° See footnote 2. 

% Only the 1942 amendment has been noted 
The 1944 amendment has never been noted. See 
Comments, 12 Fordham Law Review 153, 170 
(1943); 11 Kansas City Law Review 137, 144 
(1943); 27 Marquette Law Review 59, 65 (1943); 
42 Michigan Law Review 480, 505 (1943); 21 
Nebraska Law Review 390 (1942). 

11 See footnote 12. 

18 Cass V. Dameron, cited at footnote 5, at p. 
1083. 


1514, 78th Cong., 2d Sess. 
Rep. No. 959, 78th Cong., 2d Sess. 





outlined in these reports, that it was the 
intention of the proponents to declare that 
the state of temporary residence of military 
personnel have no power whatsoever to tax 
personal property, except in the case where 
such property would have been taxed by 
said state prior to the commencement of 
military service 


Section 2 added by the 1944 amendment ” 
is not as significant for its content 
for its language. The Colorado court has 
taken the position that the proviso of para- 
graph 2 of Section 1 requires that a tax 
have been paid in the “home” state if the 
serviceman is to receive the benefits of the 
statute 


as it 1s 


The Colorado court does not note 
difference in the type of taxation im- 
posed. Careful scrutiny of the language, 
however, does not support this opinion. The 
legislature, despite the little attention at- 
tracted to these provisions, was extremely 
careful in its drafting. 
defining taxation 
he limited to, but 


any 


It has provided in 
that the taxation shall not 
shall include licenses, fee 
or excises imposed in respect to motor vehicles 
or the use thereof. Yet the proviso merely 
requires that the license, fee or exctse be paid 
This latter specific use of language may be 
taken ti that the proviso is 
applicable to licenses, fees or 


mean only 


excises im- 
posed in respect to motor vehicles and not 
to other forms of taxation.” Therefore, the 
serviceman is exempt from all other forms 
of taxation despite the fact that a compar 
able tax has not been paid in the “home” 
This suggestion may be buttressed 

fact that Section 2, which was 
formerly contained in the statute and since 
deleted.” did not 


the specific 


state 
by the 
restrict its reference to 


cense, fee or excise imposed 


in respect to motor vehicles, but rather used 
t} j 


he broad definition of 


pre fered 


taxation earlier 


It is not inconsistent with the basic 
principle of Section 514 to say that the leg- 
islators intended that a serviceman pay only 
what he would have had to pay in the 
place of his legal residence had it not been 
military assignment. The object 
of the statute is not to frustrate the imposi- 
tion of a tax by 


for his 


states, other than states 


1% See text at p. 293 

” Crescent Express Lines v. U. S., 
401 (1943): George Moore Ice Cream Company v. 
Rose, 289 U. S. 373 (1932); U. 8. v. Ewing, 140 
U. S. 142 (1890); Ryan v. Carter, 93 U. S. 78 
(1876); Bank for Savings v. Field, Collector, 70 
S. Ct. 207, 3 Wall 495 (1865); U. S. v. Dickson, 
15 Pet. 141 (S. Ct., 1841). 

"It was held in Bank for Savings v. Field, 
Collector, cited at footnote 20, that it is proper 
to resort to a repealed proviso as a means of 


294 


320 U. S 


April, 1953 @ 


of residence, nor to insure the payment of 
a tax to a state of residence but, rather, 
to secure to military personnel, at the least, 
their same economic outlay as if they had 
not been forced to move from their place 
of residence. It is, therefore, apparent that 
if the view of the Colorado court be ac 
cepted, a serviceman legally domiciled in 
a state which does not impose a personal 
property tax would nevertheless be subject 
to a personal property tax imposed by the 
state in which he finds himself stationed. 
This would be true even if the serviceman’s 
“home” state imposed another form of tax 
in lieu of a personal property tax. Further, 
it is obvious that under the Colorado court’s 
view, a legislative grant by the serviceman’s 
“home” military personnel 
from taxation during their term of service 
would be ineffective since the serviceman 
would nevertheless be subject to the tax of 
the state in which he 


state freeing 


happe ned to be 
stationed. 


Whether effects of the 
Colorado court’s construction of the statute 
shall be sustained may, in the last analysis 
depend on the Congressional mandate that 
“Any doubts that may arise as to the scope 
and application of the act 
solved in favor of the 


19 22 


these possible 


should be re- 
person in military 
The Supreme Court has 
implemented this mandate in several cases 
and has said that the Soldiers’ and Sailors’ 
Civil Relief Act “is always to be liberally 


construed to protect who have been 


service 


tl ose 

obliged to drop their own affairs to take up the 
. 19 23 

burdens of the nation.” 


The Colorado 
unnecessary to 


found it 
constitution 
The constitutionality 


Court 
consider the 
ality of Section 514. 
of other portions of the Soldiers’ 
Sailors’ Civil Relief Act was early sustained 
However, Section 514 heretofore has never 
been considered by the courts. The Soldiers’ 
and Sailors’ Civil Relief Act continues in 
force today by authority of the Selective 


Supreme 


and 


Service Act of 1950 and extensions thereof 
It is apparent, therefore, that the act is an 


exercise of the war powers of Congress. 


Under these extremely broad powers, Con- 


might well have chosen to restrict 


gress 





making clear the still effective portions of a 
Statute 

3H. 
(1942). 

*% Boone v. Lightner, 319 U. S. 561, 575, rehear. 
den. 320 U. S. 809 (1943). See, also, Le Maistre 
v. Leffers, 333 U. S. 1, 6 (1948) where the 
Supreme Court has said that the Soldiers’ and 
Sailors’ Civil Relief Act ‘‘must be read with 
an eye friendly to these who have dropped their 
affairs to answer their country’s call.’’ 
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the power of all states other than the state 


of domicile to tax military personnel on the 


‘ 


basis of situs.” 


If the Colorado court is correct in its con- 
tention that the proviso which stipulates for 


payment in the “home” state before claiming 


the statutory exemption is applicable to 


every form of taxation, several situations 


may be envisaged and distinguished. 

a) Where the “home” state has imposed 
a tax and that tax has been paid, it is cleat 
hat another state cannot 


impose a com- 


parable tax. 

(b) Where the “home” state 
a tax that tax 
that another 
There probably 


“punishment 


has imposed 


and has not been paid, it 


is clear state may impose a 


tax. would be an element 


in this requirement 
state, in the normal 
would not 


(c) Where the “home” 
course oO! 
1 be unfair to 


events, tax, 
permit the state of 
tax the property at all 


Such freedom from tax 1s no 


impose a 

woul 
physical situs to 
greater a tax 


“exemption” than exists in tax-rate. diffe: 


entials in various 


(d) Where the 


normal course of events, would impose a 


States 


the state of domicile, in 


25 


tax, three subsituations exist: 


1) Where there is no duty upon the 
l to file 


mMmicwiary 


a tax return, the failure 


of the “home” state to impose a tax, thus 
benefiting the domiciliary, should not justify 
the imposition of a tax by another 


unexpectedly enriching such state. 


state, 


(2) Where the domiciliary who is required 
to file a tax return does so file and the state 
fails to thus benefiting the 
should not justify 
a tax by another state, 


unexpectedly enriching such state. 


impose a 
such 
the imposition of 


tax, 


domiciliary, action 


(3) Where the domiciliary is required to 
file a tax return and does not do so thereby 
avoiding the which in 
a normal course of events would probably 
have imposed, the 


justification for 


assessment of a tax 


been domiciliary’s act 


may be sufficient another 
This situ 
(b) 
pointedly, 


the revenue plight of local government and 


state imposing a comparable tax 


ation may be analogous to situation 


The Dameron case demonstrates, 


its readiness to seize upon any new source 
However, this broad and serious 
not 


machinery is 


of revenue 
problem is 
the “legal” employed, as in 
the instant case, to capture every available 
source of revenue. Finally, this case illus 
trates the “tough” problem of statutory 
construction. The paucity of legislative his 
added to difficulty 


confusion and dissent 


faced squarely so long as 


leaving 


[The End] 


has this 


tory 


behind 


BAR ASSOCIATION REJECTS TENURE FOR COMMISSIONER 


Che Ame 
ot want the Commissioner of Internal 
Revenue to be the 


granting 


rican Bar Association does 


removed from 
of the President by 
office 


ic principles of 


1 tenure of Chis “‘is 
is recommended 


solution should insure the 


subject tO re 
President 


be IL 


t the pleasure of the 


he ABA goes on record against 
; bills 
would sever the Bureau from 
ry Department. 


action by Congress on 


[reas 


It a adopted ata 


meeting held 1 hic 


resolution 


recent 
ago, the Hous« 
1 Delegates of the association 
245 
which would 
Internal Rey 


Agency headed by a nonpolitically 


pre 
views on H. R and 
bills 


an independent 


sented its 
S. 612, companion 
set up 
enue 


‘If the act were not in force, under the war 
powers of Congress, the question of the con- 
stitutionality of a provision which restricts the 
powers of all states, other than the state of 
domicile, to tax military personnel on the basis 
of situs might well be controlled by the present 


Military Personnel 


and 
solidating all present functions of the 
Bureau of Internal the 
Bureau of Customs 

The 


tone 
mendation 


Commissionet 


appointed con 


Revenue and 


resolution carried the recom 


that Congress take no ac 
bills 


for deliberation by 


mm these “until 


alter op 
portunity interested 
groups and full public discussion.” It 
stated that the iation’s own study 


assoc 


~f the questions involved in_ the 


and 
would be the 


structure the Bureau 


position of 


subject full 


} 
Ol a 


annual 


repo! 
to be made at its 
August 24, 1953 


Though 


meeting on 
requesting time for delibera 
the 
the Bureau from the 
did 


remove the ¢ 


on on question <¢ separating 


‘Treasury, the as 


sociation not feel any need to 


ommissioner from Presi 


dential control. 


status of intergovernmental 
taxation. 

** It is assumed for the analysis to follow that 
the situation is one in which the ‘‘home’”’ state 
could properly impose a tax. See footnote 10 


immunity from 
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This Analysis of the Statutory Changes 


Will Enable Organizations 


to Retain the Benefits of Section 101 


Present Status of ‘Exempt’ 


quite recently, a 


‘Biphttn group of o1 
ganizations or types of business enter- 
prises found a sanctuary in Section 101 of 
the Internal Revenue Code. While con- 
sidering the Revenue Act of 1950, the House 
Ways and Means Committee gave a most 
thorough and careful study to these organi- 
zations. It is not known how much im- 
portance Congress attached to the claims 
of “regular business” that it was being un- 
duly penalized when required to operate in 
direct competition with organizations en- 
joying most substantial benefits, inherent 
from their exemption, under Section 101, 
from the federal levies. Possibly the law- 
makers found themselves in a position where 
they could exact no higher taxes from those 
organizations already being taxed and could 
do nothing other than begin exacting taxes 
from previously exempt organizations—re- 
gardless of how meritorious their claim to 
exemption may have been. 


Regardless of the motives, the Revenue 
Act of 1950 will stand as a landmark in 
years to come as the first determined step 
on the part of Congress to bring all organi- 
zations, actively engaging in business for 
profit, within the reach of their benevolent 
Uncle Sam’s tax gatherers. 


Tax prac- 
tioners and business 


executives will have 
plenty of headaches with conflicting regula- 
tions and equally conflicting court decisions. 


Prior to the changes in the 1950 Revenue 
Act, relative to certain Section 101 organi- 
zations, there were already serious attacks 
being made, at the enforcement level by 
the Treasury Department, on certain classes 
of business claiming exemption under some 
part of Section 101. 
ing because certain of these exempt organi- 
zations were engaging in activities which 
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the Treasury Department considered wholly 
unrelated to their exempt purposes. More 
often than not, these undertakings were car- 
ried on through wholly owned or closely 
affiliated corporations and, at the time of 
the passage of the Revenue Act of 1950, 
considerable legal controversy had already 
developed concerning Unrelated Business 
Activities and the operations of Feeder Cor- 
porations used by certain exempt organiza- 
tions to obtain funds for furtherance of their 
exempt causes. 


It is not possible to adequately discuss all 
the changes made in the Revenue Acts of 
1950 and 1951 affecting certain Section 101 
organizations and I shall only mention in 
general terms some of the changes made 
and their probable effect on future operations. 


Charitable and Other Philanthropic 
Organizations 


Possibly the greatest concern caused by 
the Revenue Act of 1950 was found in the 
new Code Sections 421, 422, 423 and 424, 
as amended further by the Revenue Act of 
1951, wherein two new titles, by which tax- 
able income will hereafter be identified, were 
created. These were “Unrelated Business 
Net Income” and “Supplement U Lease 
Income.” In so doing, Congress removed 
from the general exemption certain classes 
of income and subjected them to either cor- 
porate or individual tax rates, depending 
upon whether the affected organization was 
a corporation or a trust. 


The purposes of these changes, simply 
stated, are to impose a tax on income from 
a trade or business not directly related to 
the exempt organizations’ motive for ex- 
emption, exclusive of dividends, interest, 
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Corporations 


annuities, royalties and other investment 
income, and to tax rents from Supplement 
U Leases. These changes were effective for 


all years beginning after December 31, 1950. 


The 1951 act added to Section 421 a new 
subsection, effective for all years beginning 
after December 31, 1951, whereby the 
“Supplement U” income of any college or 
university which is an agency or instru- 
mentality of any government or political 
subdivision thereof, or which is owned and 
operated by any government or political 
subdivision thereof, is subject to tax. This 
likewise applies to the “Supplement U” in- 
come of any corporation wholly owned by 
one or more governmental colleges. 


What Is Taxed? 


In determining the income upon which a 
tax will be levied, the statute uses a vast 
array of thoroughly confusing words which, 
when boiled down, simply impose a tax at 
individual rates on those trusts, exempt 
under Section 101 (6), and regular corporate 
rates on all other affected organizations, 
exempt under Section 101 (including trusts). 
A nomexempt trust claiming deductions 
under Section 162 (a) is not allowed this 
deduction with respect to such income as is 
subjected to Supplement U tax. The deter- 
mination of the amount disallowed is made 
on the basis which business net income, as 
defined in the statute, bears to total income 
of the trust. Likewise, it does not appear 
that such trusts are permitted the $1,000 
exemption which is available to other af- 
fected organizations in determining “Sup- 
plement U” income. 


What income is taxed? The statute de- 
fines it as that income resulting from a trade 


‘Exempt’ Corporations 


regularly aside 


from the need of such organization for in- 
come or funds or the use it makes of the 
conduct of such trade 
substantially related to 
performance of the tax 
purposes of 


or business carried on, if, 


profits derived, the 
or business is not 
the exercise or 


exempt the organization. 


It appears that the term substantially re- 
lated is by far the most important of these 
terms, and the 


one for most concern. 


In the case of nonexempt trusts, how- 
ever, this term is of no importance. If the 
business is regularly carried on, it is suff- 
cient to render the 
to the act. 


organization subject 


Problems arise where an organization 
subject to Supplement U, gets some of its 
income from a partnership. In such case, 
the organization must include so much of its 
share of such partnership income, as con- 
stitutes unrelated income, subject to those 
regular adjustments permitted any such or- 
ganization in determining its own unrelated 
income. Further, in those instances where 
two or more educational organizations are 
engaged as partners in an unrelated trade 
or business, acquired prior to January 1, 
1950, they are permitted to deduct for tax- 
able years beginning prior to January 1, 
1954, the amounts paid or irrevocably set 
aside within the taxable year to pay off 
indebtedness, incurred on or before Janu- 
ary 1, 1950, in acquiring such trade or business. 


Now there are certain activities that are 
specifically exempt. These are: 


(1) Any trade or business in which sub- 
stantially all the work is performed for the 
organization without compensation. 
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which Mr. Morgan delivered before the 
Lawyers and Certified Public 
Accountants Tax Institute, Mississippi 
Southern College, September 18, 1952. 


(2) Any trade or business which is car- 
ried on by a charitable, religious, scientific, 
literary or educational organization, or by 
universities and colleges owned or operated 
by states and other governmental units, or 
any corporation wholly owned by one or 
more such colleges or universities, or by 
one for the prevention of cruelty to children 
or animals, or an organized 
its mem 


officers or employees 


organization 
primarily for the convenience of 
bers, students, patients, 
(3) Any 
chandise, 


trade or business selling 
substantially all of 


received by 


mer- 
which has 
been the organization as gifts 
or contributions 


As a result of an amendment to Section 
422 (b) in the Revenue Act of 1951, there 
is another possible exclusion found in the 
case of a publishing business carried on by 
certain tax exempt organizations, if it be 
comes related prior to the beginning of the 
This 
exclusion will apply to taxable years begin 
ning after December 31, 1950, and 
to January 1, 1953 


third year following the taxable year. 
prior 


In addition to 
activities, the act 


exempting the foregoing 
excludes the following 
income in determining unrelated 
business net inc 


items of 
me: 
(a) Dividends, interest and annuities; 
(b) Royalties; 
(c) Rents from real property, except cer- 
tain rent from a Supplement U Lease; 
(d) Gains or losses on sale or 
of properties; 


exchange 


(e) Income of a 
hospital derived 
for any person; 


college, university of 


from research performed 


(f) In the case of an organization oper- 
ated primarily for the purpose of carrying 
on fundamental 
which are available to 
public, all derived from 
performed for any such person. 


research, the results of 


freely the general 
income research 

In addition, there shall be 
deductions subject 


permitted as 

limitations; 
(1) a net operating loss deduction (adjusted 
to reflect net operating unrelated 
business operations) and (2) certain chari- 
table contributions 
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The other type of income on which these 
previously exempt corporations are now 
taxed is Supplement U Lease Income; this 
is fully defined in the Revenue Act of 1950. 
Generally, only those rentals arising from 
property acquired or improved with bor- 
rowed funds, or which acquisition or im- 
provement resulted in some indebtedness 
to the organization making the acquisition, 
will be taxed; necessarily the en 
tire amount of the rental that is taxed but 
only the pro rata part thereof which may 
be attributed to the indebtedness incurred ; and 
only those leases for a period of five years or 
longer will be taxed. 
this 
of lease. In 


it 1S not 


Renewal options are, in 
used in determining length 
instances where property is 
acquired subject to a lease, the lease period 
is counted from the date of acquisition, A 
lease entered into by an exempt organization 
primarily for purposes substantially related 
to its tax privilege functions, or a lease of 
premises in a building primarily designed 
for occupancy and occupied by the organi 
zation, would be excluded. If some prem 
ises are leased for more than five years while 
other tenants have rented their space in the 
same property for shorter terms, the rents 
on the long term leases are only taxable 
as follows: 


instance, 


Either they must represent at 
least 50 per cent of the total rents collected 
from the property, or at least 50 per cent 
of the rented area, or the rent derived from 
any long term must 
more than 10 per cent of the total rents 
or more than 10 per cent of the rented 
It is well to mention that this lease 


one lease represent 


area. 
back feature applies to colleges and. univer 
beginning after 1951, 
while it is effective for all others for years 
beginning after 1950 


sities for the years 


The law is very specific in defining Sup 
plement U lease indebtedness, but, generally, 
only debts incurred, assumed, or property 
acquired subject thereto, subsequent to July 
1, 1950, will qualify. 


Thus, as the law now stands, these or 
ganizations previously claiming full exemp- 
tion under Section 101 (1), (6), (7) and 
(14), will be taxed on their Unrelated Busi- 
ness Income, and their Supplement U Lease 
Income for all years beginning after De- 
cember 31, 1950; government owned colleges, 
etc., are subjected to tax after December 
at, 5. 
tions and church associations remain 
exempt. 


Only churches, church conven- 
fully 
It is interesting to note that Con- 
gress here has used a word, namely, “Church,” 
which appear elsewhere in the 
Code. Usually, the term “Religious Organi- 
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zation” has been used, and it is not readily 
clear just what had in mind in 
using this new and possibly more restric- 
tive word 


Congress 


Feeder Organizations 


Those organizations—corporations, trusts, 
and other business entities—which qualify 
as “Feeder” organizations in that they regu- 
larly carry on a business for profit but such 
profit inures to the benefit of a parent or- 
ganization exempt under Section 101, are 
subjected to taxation for all years beginning 
after December 31, 1950, except that the 
1951 act gave relief in this area of 
taxation. The 1950 act had provided that, for 
all years beginning after December 31, 1950, 
feeder 


some 


under certain 
conditions, be denied exemptions on their 
profits arising f trade or business. 


corporations would, 
from a 
At that time, there was considerable litiga- 
tion pending among these various feeder 
organizations whose profits inured to some 
organization exempt under Section 101. In 
respect thereto, the Act of 1950 
provided that, under certain conditions, no 
tax would be 


Revenue 


asserted for years prior to 
1947, unless a deficiency had already been 
asserted or taxes had already been assessed 
and paid. Apparently, these affected or- 
did a very good job ol selling 
certain hardships that were 
the result of, or could result from this pro- 
for the 1951 act amended Section 
02 by adding subsection (b), whereby the 


ganizations 


Congress on 


vision, 


income of “Feeder Organizations” for any 
year beginning prior to January 1, 1951, 
where such income inured to the benefit of 
in educational organization which normally 
maintained a regular faculty and curriculum, 
and normally had a regularly organized 
body of pupils or students in attendance at 
the place educational activities 
are regularly carried on, or to the benefit of 
any hospital or institution for the rehabilita- 
tion of physically handicapped persons, 
which maintains or is building for proper 
maintenance a hospital or institution staffed 
or to be staffed by qualified professional 
persons for the treatment of the sick and/or 
the rehabilitation of the physically handi- 
capped, should not be denied the exemption. 


where its 


It is quite possible that, as a result of 
this loss of exemption to feeder organiza- 
tions, many previously exempt operations 
will be discontinued as separate operating 
entities and that an attempt will be made to 
merge the operation thereof into that of 
the parent company. 
that 


In so doing, it appears 


such business income would be given 


‘““Exempt’’ Corporations 


the benefit of the parent’s exemption, except 
on that part thereof subject to Supple- 
ment U tax. Perhaps Congress was point 
ing in that direction when, in the 1951 act, 
special provision was made for exempting 
from unrelated income that income derived 
from a publishing business carried on by 
certain of these exempt organizations. This 
exemption applies for the taxable years 
beginning after December 31, 1950, 
before January 1, 1953. The Conference 
Committee report says in part concerning 
this amendment: 


“The this amendment is to 
afford an organization (exempt under sub- 
section 101 (6) and subject to Supplement 
U) which owns a_ publishing 
limited opportunity to conform or relate 
such publishing business to its educational 
or other exempt purposes within the time 
specified in this amendment, and thus be 
relieved of Supplement U tax thereon for 
taxable years preceding the taxable year in 
which the activity becomes related.” 


and 


purpose of 


business, 


I would point out that the amendment, 
added to Section 101 in the Revenue Act 
of 1950, was not intended to affect farm 
cooperatives or the subsidiaries of these 
cooperatives, nor those ordinary investment 
subsidiaries covered by Section 101 (14) 
In fact, this amendment was primarily de 
signed to eliminate future litigation in the 
instances of those trusts and corporations 
which were being used by various Section 
101 organizations in the operation of busi- 
nesses along commercial lines in order to 
procure funds with which to further their 
tax exempt, charitable, or educational pur- 
poses. However, this has not been the re- 
sult, for, at present, there is a serious conflict 
in legal reasoning at the circuit court level, 
with the Courts of Appeals for the Second, 
Third and Fifth Circuits continuing to fol 
low the doctrine that 
tion of 


the ultimate destina- 
profit for charitable 
purposes is sufficient to justify exemption, 
Fourth and Seventh Circuit Courts 
of Appeals, as well as the current thinking 
of the Tax Court, support a new theory 


commercial 


while the 


whereby commercial profits are taxable be- 


cause of their regardless of their 


source 


ultimate use 


Prohibited Transactions 

The law very specifically spells out certain 
transactions which, if an organization en- 
gages therein, or is guilty thereof, will serve 
to outlaw such organization from the bene- 
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fits of these exemption statutes. 


These pro- 
hibited transactions are: 


(1) A loan without adequate security and 
a reasonable rate of interest; 


(2) Payment of excessive compensation; 


(3) Making services available on a pref- 
erential basis; 


(4) Purchasing securities or other prop- 
erty for more than adequate consideration; 


(5) Sale of securities or other property 
for less than adequate consideration; and 


(6) Any other transaction which results 
in a substantial diversion of assets or .in- 
come to any such party. 


These forbidden transactions apply to 
business done as between the creator of an 
organization, in the instance of trust, sub- 
stantial contributors, a related individual 
or a controlled corporation, and the organi- 
zation enjoying the benefits of exemption 
under Section 101. 


Here, again, we encounter terms that are 
more or less ambiguous and certain classes 
of organizations being excepted from the 
tests of these prohibited acts, both of which 
factors will in all probability result in con- 
fusion and litigation. 


Neither the Revenue Act of 1950 nor that 
of 1951, except in the instance of feeder 
corporations, generally deprive these philan- 
thropic organizations of their exempt status, 
and even though certain classes of certain 
of their incomes may now be subjected to 
certain types of federal income taxation, 
they still continue to enjoy a privileged 
status. While provision is made for rein- 
statement of exemption, once it is lost, it is 
likely that instance where an 
ounce of prevention is worth a pound of 
cure. It is quite likely that there are many 
organizations who have, to date, gotten 
away with certain practices through over- 
sight and default on the part of the au- 
thorities, but this condition is not likely to 
continue inasmuch as the spotlight of attention 
is now focused on this group. 
ful housecleaning 


here is an 


A little care- 
and re-examination of 
policy may be time and effort well spent. 

However, it is my conclusion that these 
hurriedly drafted statutes can in many in- 
stances be effectively circumvented; only as 
a result of much more study on the part of 
Congress and protracted litigation is there 
likely to be available to practitioners and 
business, statutes dealing with these prob- 
lems that can be readily followed and inter- 
preted with any degree of safety and certainty. 
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Mutual Savings Banks 


Prior to the passage of the 1951 act, Mu- 
tual Savings Banks, Building and Loan As- 
sociations, Savings and Loan Associations, 
and Cooperative Banks were exempt from 
taxation. This exemption was revoked by 
the Revenue Act of 1951, and these previ- 
ously exempt organizations will, commenc- 
ing with years beginning after December 
31, 1951, have certain of their earnings sub- 
jected to the same rules and rates applied 
to regular banks, except that they continue 
to be exempt from excess profits tax. 


Further, these classes of banks, as the, 
are defined in the taxing statutes of the 
1951 act, enjoy certain liberal treatment 
relative to certain items not permitted other 
banks. This special treatment applies in 
the following areas: (1) bad debt reserves; 
(2) dividends paid to depositors; (3) re- 
payment of certain loans; and (4) life insur- 
ance departments. 


Perhaps this liberal treatment is a sort 
of soothing ointment trying to heal the hurt 
occasioned by their loss of complete ex- 
emption, but regardless of its origin, these 
exceptions are of material benefit in giving 
these classes of taxpayers a preferred position 


Whereas most banks using the reserve 
method for bad limited to a 
formula based on a 20-year moving average, 
these new taxpayers are permitted a reason- 
able addition to their bad debt reserve after 
giving proper consideration to their surplus 
and bad debt reserves as of December 31, 
1951 and to reserve requirements of the 
Federal Deposit Insurance Corporation. If 
they wish to use a moving average ex- 
perience factor, they may use 25 years in- 
stead of 20 years—if it results in a larger 
bad debt reserve requirement. Further, the 
taxpayer itself is made the sole judge of 
what is a “reasonable” addition, except that 
the addition may not exceed the lesser of 
(A) its net income for the taxable year 
computed before deducting the addition to 
the bad debt reserve, or (B) the excess 
of 12 per cent of the total deposits or with- 
drawable accounts of its depositors at the 


debts, are 


close of its taxable year over its total sur- 
plus, undivided profits and reserves at the 
beginning of the taxable year. 


These particular banks are likewise per- 
mitted to deduct from their gross income 
amounts paid or credited to depositors or 
holders of accounts as dividends on their 
accounts, if these accounts are withdrawable 
on demand, subject only to the customary 
notice of intention to withdraw. 
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hey may likewise deduct from gross in- 
come such repayments, as are made prior to 
September 1, 1951, of loans by the United 
States or any agency or instrumentality 
thereof, or by any mutual fund established 
and operated under the authority of state law. 


In the instance of those mutual savings 
banks operating a life insurance department, 
ind where such life insurance department 
is clearly separated and operated apart from 

other operations, their tax consists of 
sum of: 


1) A partial tax computed on their non 
nsurance income without taking into ac- 
count any income or deductions from their 
lite insurance department; and 


(2) A partial tax computed on their in- 


Surance income, computed in the same 
manner and at rates provided for life in 
surance companies. 


Banks have several distinctive advantages 
arriving at taxable income as compared 
vith regular corporations. This is_ par- 
ticularly trve as regards their dealings with 
stocks and bonds, and also their 
write-down of values, as a result of direc- 


tives from regulatory bodies. 


Various 


hus, it appears that, if these foregoing 
previously exempt organizations are to be 
subjected to tax, they are hurt least in the 
category where seen fit to 
place them. This is particularly true when 
the previously discussed additional advan- 
tages are taken into account. 

On July 1, 1952, the Commissioner by 
publication in the Federal Register issued 
proposed regulations governing these new 
taxpayers. Generally, these provide that 
taxpayers will continue to use 
their regular accounting periods, that no net 
operating loss occurring prior to the time 
hey became subject to 


Congress has 


these new 


taxation can be 
irried forward, or that any loss occurring 
now need be reduced by an earlier year’s 
income which was not subject to tax. The 
basis of the assets and liabilities of these 
companies must be determined under Code 
Section 113, which applies to all other 
taxpayers, in accordance with the organ- 
ration’s regular method of accounting. This 
has the effect of causing certain assets to be 
reduced by depreciation, amortization or 
depletion, for years prior to becoming sub- 
ject to income tax. Numerous practitioners 
with the this 
point, as it has already come up in regard 
to certain charitable and feeder organiza- 
tions affected by the act of 1950. While 


t} statutes for this 


disagree Commissioner on 


there 


is nothing in the 


‘‘Exempt'’ Corporations 


attitude on the part of the Commissioner, 
and it does not even appear to have been 
mentioned in the committee hearings on the 
1951 act, the committee reports on the 1950 
bill do tend to support the Commissioner. 
However, earlier cases holding that there 
was no depreciation of property owned by 
an exempt organization, as well as the 


recent new law passed to correct the Vir- 
ginian Hotel decision, will make this a point 
for much discussion and possible litigation. 


The regulations define the surplus, re- 
serves and liabilities, as used in the act. 
It is not likely that there will be much area 
for controversy on these points. 


In reckoning with the reserve method for 
bad debts a distinction was made between 
those imstitutions with surplus, reserves and 
undivided profits in an amount less than 12 per 
cent of total deposits or withdrawable ac- 
counts, and institutions with surplus, reserves 
and undivided profits equal to or in excess of 
12 per cent of deposits or withdrawable ac- 
counts. To those having less than 12 per 
cent, the annual deduction is determined 
under the formula mentioned earlier. Re- 
coveries of debts charged off during a prior 
taxable year (whether or not the institution 
was exempt from tax for such year) shall be 
credited to the bad debt reserve. Bad debt 
losses sustained during the taxable yea 
shall be charged against the bad debt re- 
serve. The establishment of such reserve, 
and all adjustments made thereto, must be 
reflected on the regular books of account 
of the institution. For the purpose of this 
reserve method, minimum amounts credited, 
in compliance with mandatory federal o1 
state statutes or regulations, to reserves or 
similar accounts against which charges may 
be made for the sole purpose of absorbing 
losses sustained by an institution, will be 
deemed to have been credited to the bad 
debt reserve, regardless of how such funds 
may be designated. 


For reserves in excess of 12 per cent, 
application must be made to the Commis- 
sioner justifying an allowance in excess of 
the 12 per cent limit, 
ductions are permitted. 


before further de 


All organizations likely to be subjected to 
these new taxing conditions should look 
well to their charter, to their by-laws and 
to their actual operations under those charters, 
by-laws and state statutes applicable thereto, 
in order to fully assure themselves that they 
meet the requirements of the decisions and 
interpretations issued under the old exemp- 


tion statutes. It is easily possible, and even 
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probable, that some who must now come 
forward and file returns, when such returns 
will be subjected to closer study than the 
information returns of an exempt corpora- 
tion, will find themselves ineligible under 
their old exemption statutes to be classified 
as a Mutual Savings Bank, a Savings and 
Loan Association, a Building and Loan 
Association, or a Cooperative Bank. Such 
a situation could well prove to be quite 
expensive both for prior years and future 
years. It is a well established and long 
accepted principle that a “taxpayer seeking 
an exemption must be able to point to an 
applicable statute and show that he comes 
within its terms.” In studying the cases 
under the exemption laws, it is readily ap- 
parent that the rule of strict construction 
applies and claimants must bring themselves 
within the letter of the law. 


The inherent motive must be one of co 
operative assistance in the particular line of 
business endeavor, and all benefits, usually 
financial, must, in reality, belong to the 
members in proportion to their various 
contributive efforts in earning such bene 
fits. Nonmember business, while not neces 
sarily fatal under certain unusual situations, 
is always a bone of contention Further, 
the actions of the organization must comply 
with its exempt 
charters and by-laws. 


purpose as defined in its 

However, this particular class of taxpayer 
may, with proper forward 
reasonable dividend policies, 


planning and 

continue to 
operate for many years with a minimum of 
tax cost and still, by making full use of its 
several discretionary 


powers, continue to 


grow in size and wealth accumulatio1 


Cooperatives 


I believe that it 
hearings in connection 
Act of 1950 that Senator George made the 
remark that “appropriate taxation ought to 
be applied” in the field of 
operations. 

Whether the 1951 act is a result thereof, 
or whether any portion thereof meets the 
idea of appropriate taxation from all view- 
points, is immaterial. The 
fact is that the 1951 act has attempted to 


was during some of the 


with the Revenue 


cooperative s’ 


less 


more or 


subject those cooperatives, previously ex 


empt under Section 101 (12), to income 
taxes under certain specific circumstances 

Section 101 (12) previously exempted 
from income tax, under certain conditions, 
certain types of farm cooperatives. Gen- 
erally, these organizations now have to meet 
the following requirements: 
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(1) They must be farmers, fruit growers 
or like associations, organized and operated 
on a cooperative basis for the purpose of 
marketing products or purchasing supplies 
for their members. 


(2) Substantially all of their stock (other 
than preferred nonvoting stock) must be 
owned by producers marketing products or 
purchasing supplies through cooperatives 


(3) The marketing of products of non 
members may not exceed 50 per cent in 
value of the cooperatives’ total marketing. 


(4) The purchasing for nonmembers may 
not exceed 50 per cent of the cooperatives’ 
total purchasing; the purchasing for persons 
who are neither members nor producers 
may not exceed 15 per cent of the coopera- 
tives’ total purchasing 


(5) Nonmembers must not be discrimi 
nated against in the allocation of patronage, 
dividends or refunds to the accounts of 


patrons. 


The statute is 
definitions to 


sufficiently broad in its 
permit any organization to 
readily determine the require 
ments and limits of organizations wishing 
to come within the scope of Section 101 (12) 


easily and 


The staff of the Joint Committee on Ih 
ternal Revenue Taxation had the following 
to say relative to these Section 101 (12) 
organizations and the proposed amendments 
to that section, which are now the law, and 
we quote therefrom: 


“At the present time, the advantages 
which are derived from exemption can be 
summarized as follows: First, the earnings 
of a cooperative which are paid out to 
shareholders in the form of dividends on 
capital stock are not taxable to an exempt 
cooperative but are taxable to other co- 
Second, any part of the net 
margins or profits which are retained as 
reserves and not allocated to the accounts 
of patrons are not taxable, to an exempt 
cooperative, but are taxable in the case of 
other cooperatives. Third, non-operating in- 
come such as interest, dividends, rents, and 
capital gains, and also the 
certain business done 


operatives 


income from 
with the United 
States Government or its agencies, is tax- 
able to the ordinary cooperative even when 
allocated to the accounts of patrons, but is 
tax free to the exempt cooperative, whether 
or not allocated. 


314 of the Bill continues the 
income tax exemption provided by Section 
101 (12) of the Code but 
its application earnings 


“Section 


from 
are placed 
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in reserves or surplus and not allocated or 
credited to the accounts of patrons. In 
addition to being tax free with respect to 
patronage dividends paid or allocated to 
patrons, as is generally also true in the 
case of other cooperatives, the cooperatives 
coming under Section 101 (12) are also 
to remain exempt with respect to amounts 
paid as dividends on capital stock, and with 
respect to amounts allocated to patrons 
where the income involved was not derived 
from patronage, as in the case of interest, 
rents, or income derived from the business 
done with the Federal Government. Amounts 
which are allocated or paid to patrons with 
respect are to be deductible 
to the cooperatives when made on or before 
the 15th day of the ninth month following 
the close of the year in which the patronage 
occurred. Similarly, 


to patronage, 


where non-patronage 
allocated to patrons before the 
middle of the ninth month of the year, it is 


deductible in the preceeding year. 


income 1S 


“As a result of this action, all earnings or 
net margins of cooperatives will be taxable 
either to the cooperative, its patrons, or its 
stockholders, with the 
margins on patronage which are paid or 
allocated to pur 


business, 


exception of net 


patrons on the basis of 


chases of 


than 
With this exception, funds 
allocated to the accounts of 
patrons, or paid in cash, or merchandise, 
are taxable to them 
taxable or tax 


personal, rather 
expense items. 


which are 


true in the 
exempt co 
Funds which are not paid or 
patrons but are 


This is 
case of either 
operatives. 

allocated to retained as 
reserves by the cooperatives will be taxabl 
to the This also will be true 
of both types of cooperatives. Funds paid 
out as dividends on ordinary capital stock 
in the of the exempt cooperative will 
be taxable to the stockholder, while in the 


case ofl 


cooperative. 


Cast 


the taxable cooperative a tax is 
imposed at both the and the 
cooperative level.” 


stockholder 


I would 
that, 


have 


mention that it appears to me 
in the past, the Bureau and the courts 
looked into the actual 
organizations’ business, wholly exempt under 
Section 101 (12), with greater weight than 
was applied in judgment on the 
corporate charter and by-laws creating and 
defining the 


rganization 


conduct of an 


passing 


rights and powers of such 
light of total 


exemption, permitted the facts of operation 


This, in the 


in substance to clarify or correct the failure 
these 
organizations, organized under regular cor 


in form In my opinion, some of 


poration statutes of a state, and possessing 


in their charter powers not of an exempt 


‘‘Exempt’’ Corporations 


cooperative nature (even though such powers 
may never be used), could possibly find 
such failures in their corporate charters or 
by-laws of material trouble under the new 
act, where they are taxed more or less as 
a nonexempt cooperative. While, it is true 
that, as mentioned a moment ago, the 
courts will not look to form alone as a 
satisfying criterion in a tax situation, it is 
my belief that all organizations previously 
exempt under Section 101 (12) could well 
afford to review their corporate charters 
and by-laws in the light of presently exist- 
ing state and federal statutes governing 
such cooperatives and assure themselves 
and their tax advisors that these articles 
are in proper form. 


It is my guess that several problems will 
arise out of this law and it may well mark 
the end of the overwhelming business ad- 
vantage formerly possessed by cooperatives 
exempt under Section 101 (12). 


From the foregoing, it is readily apparent 
that the right of exemption under Section 
101 (12) is still of material importance in that 
it gives such an organization the privilege 
of avoiding corporate taxes on nonoperating 
income and/or that used to pay 
dividends not in excess of the legal rate 
of interest or 8 per cent, whichever is the 
greater, on its outstanding shares. Other- 
wise, there is not difference be- 


income 


now any 


tween the treatment of a cooperative exempt 


under Section 101 (12) and a nonexempt 
cooperative which is permitted to deduct 
under various Bureau rulings 
decisions, patronage refunds or 
dividends. 


and court 


patronage 


As pointed out by the Joint Committee, 
it is now the intent of Congress that “All 
earnings or net margins of cooperatives will 
now be taxable either to the cooperative, its 
patrons, or its stockholders * Such 
an intent is final 
Statute. 


All that the statute requires of the co- 
operative is that it either pay out the total 
of its 


clearly indicated in the 


dividends, 
that it 
held for 
corporate use, and advise the patrons and/or 
stockholders of the amount so allocated to 
each of them. The allocation will, of course, 


income refunds, rebates, 


etc., oO1 allocate such earnings, 


whether 


reserves or some other 


be made in accordance 


with the specific 


formula applicable in each instance to a 
proper division of income among the patrons 
and/or stockholders. It 
that the reserves or 


funds may be 


does not appear 
other ledger accounts 


reflected must 
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be eliminated from the records; it is re- 
quired merely that the details be available 
whereby the specific portion of any such 
ledger account that belongs to each individ- 
ual patron and/or stockholder can be read 
ily determined. 


The regulations as issued by the Com- 
missioner dealing with the requirements of 
these organizations for 
returns, 


filing information 
issued. They first ap 
peared in the Federal Register on February 
22, 1952, and required information returns 
on 1951 distributions, on or before May 15, 
1952. On April 29, 1952, in release S-3036 
this date was extended to June 15, 1952. 
This filing requirement on the part of 
cooperatives is applicable to the calendar 
year 1951 and subsequent years. 


have been 


I have discussed the problem of coopera- 
tives and their patrons with several practi- 
tioners for whose opinions I have the utmost 
respect. Some of them hold the opinion 
that, under Section 101 (12), a cooperative 
does not have to advise its clients of such 
allocation. However, I believe that the 
advising of the client of the allocation and 
the amount thereof is a condition prece- 
dent for tax exemption on the part of 
cooperatives, and that cooperatives will be 
taxed on such income as they do not dis- 
tribute and/or allocate; also the cooperative 
should advise the patron of such allocation. 
When the law said, “disclose to the patron,” 
I believe it meant more than just a book 
entry so that a patron could come, at his 
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time and expense, to a cooperative’s office 
and determine his share of annual income 
received during any calendar year. 


As a result of the foregoing filing require- 
ments for the calendar year 1951, many 
patrons are receiving forms 1099 showing 
where such and such cooperative has allo- 
cated to them some amount, as their share 
of the earnings of the cooperative during the 
calendar year 1951, and, possibly, they are 
receiving another little note of advice from 
the cooperative to the effect that the Com 
missioner of Internal Revenue has ruled 
that such patron, upon receipt of such in- 
formation or notification, should 
the amount thereof in his income. 


include 


Now as to those items credited or allo- 
cated to patrons for the calendar year 1951 
but retained by the cooperative, it is my 


opinion that such are not any more taxable 
in 1951 than they were in 1950 or 1940. 
There was for 1951 no law requiring a 
cooperative to allocate its income on a 
basis other than that which had been ap- 
plied in former years. So it is my guess 
that these allocations (for 1951) will be 
treated no differently than those for earlier 
years, and the same rules and court deci- 
sions dealing with fair market value, actual 
or constructive ownership, and constructive 
receipt, will be the determining criteria. 

As to those patronage credits or alloca- 
tions made out of 1952 earnings or during 
1952 out of former earnings, it is obviously 
the intent of Congress to tax these either 
to the cooperative, to its stockholders, or 
to its patrons; determination of just who 
will be taxed thereon is likely to be a long 
drawn out process of trial and error and 
protracted litigation. 


There are numerous court decisions wherein 
the courts have exempted in the hands of 
the patrons allocations made by these 
exempt cooperatives, where the patrons’ 
and/or stockholders’ rights to such alloca- 
tions were so remote and indeterminate that 
no prudent man would hold they had re- 
ceived income just by reason of an alloca- 
tion of a pro rata portion of some reserve 
balance to their account. A recent case 
dealing with this problem is William A 
Joplin Jr., CCH Dec. 18,848, 17 TC 1526 
(1952). 


In this case, the court held that cash 
basis taxpayers who received certain shares 
of an exempt cooperative’s preferred stock, 
the par value of which was $25, realized tax- 
able income, in the years 1946-1948, to the 
extent of the fair market 


value thereof. 
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ruling on amounts 
patrons but held by the co- 
operative at the discretion of its directors 
in a retained reserve, had the following to 
Say: 


Further, the court in 


allocated to 


“We do not think that the taxable or non- 
taxable status of the Cooperative determines 
the tax lability of the patrons on such non- 
distributable profits. In no case should the 
constructive receipt theory apply, we think, 
unless at some time the earnings of the Co- 
operative were made available to, or were 
subject to, the control of the patron. There- 
fore, with respect to the amounts credited 
to capital reserve we hold that the taxpayer 
received no taxable income.” 

However, it is fundamentally certain that 
Congress can remove prior exemptions, and 
unquestionably has the power to tax what- 
ever income it 
thereof 


chooses to the real owner 


what form such 


income may be represented. 


regardless of in 


Now as to amounts actually paid by a 


cooperative in cash, stock notes, certificates 


of indebtedness, etc., no serious question 
as to the party to be taxed will 


amounts 


1 


arise. Such 
unquestionably will be taxed to 
the receipients thereof to the extent of the 
fair market value of such proceeds, except 
i rtain unusual instances, or where the 
ter provisions or discretionary powers 

cooperative’s directors may be such 
the patrons and fellow stockholders 

be determined to have no real legal 
rights in the cooperative as to their choice 
which to receive their 


rebates. The powers and rights of the stock- 


may 


of form or time in 


holder-patrons will be of paramount impor- 
tance in determining who will be taxed 
upen such allocations of retained reserves 


as are made by the 
Suc h 


cooperative’s directors. 
issue is going to be decided upon the 
very simple fact of actual ownership and 

individuals’ to such ownership 
In such 
instances, the cases and rulings in the past 


rights 
| 


and the fruits of such ownership. 


dealing with nonexempt cooperatives are 


going to be of material importance; the 
allocations as are made 


discretion of the cooperative’s direc- 


taxation of such 
in the 
tor to patrons are going to be thoroughly 
examined from the standpoint of (1) the 
constructive receipt doctrine and the stock- 
holder’s legal right to such benefits; (2) the 
agency theory as developed in the Texas 
Cottonseed Breeders case; (3) the antici- 
patory assignment doctrine which is devel- 
d in numerous dealing with 
trusts and (4) the 


hip theory—in this last connection, 


one decisions 
some nonexempts; and 
partners 
one court has said that “in a sense, therefore, 


‘‘Exempt’’ Corporations 


both the partnership and the true coopera- 
tive are regarded as tax accounting rather 
than taxable entities.” 

Regardless of what approach may be used 
or argument raised, the taxability of allo- 
cations of retained funds, unless represented 
by a valid legal obligation possessing such 
characteristics as would give the recipient 
a presently determinable tangible value, is 
going to serious problems and the 
solution to such problems may well come 
from a change in operational and financial 
policies on the part of the cooperatives— 
such change being either the result of the 
directors’ forward thinking or of the stock- 
holders’ protective actions. 


raise 


As I see it, cooperatives have three very 
real problems confronting them as a resulit 
of this change in the law; first, to maintain 
adequate funds for continued operation and 
needed expansions; second, to work out a 
means for providing those funds without 
either rendering themselves or their patrons 
and/or stockholders taxable on their annual 
profits, and without having to pay out such 
earnings in cash; and third, to have funds 
available to fulfill the financial obligations 
maturing annually by reason of funds with- 
held from patrons of former years. 

I know that these problems have been 
causing concern and are likely to continue 
time yet. Naturally, 
exemption is serious to this 
class of taxpayer. However, I believe that 
they can live within the act as written, and 
that while their future growth and expan- 
sion may be seriously hampered, they can 
adequately take care of the other problems 
mentioned a moment ago. I recognize that 
there will be exceptions and each coopera- 
tive m own problems based 
upon its charter, its by-laws and past policies 


For the sake of 


to do so for 


this 


some 
loss of 


ust solve its 


I cite the 
corporate by-law 
under which patrons’ funds are accumulated, 


illustration, 


fol being the 


following as 
used and subsequently disbursed by a very 
large cooperative. 

Article 16 of the by-laws provides: 

“The management of the Association 
shall set aside from each year’s operation 
a reasonable reserve fund out of any earn- 
ings and/or funds available; the 
fund to be working 
for any other necessary 


reserve 
capital and 
pur pose. 


used as 


“Tf prior to the distribution of such 
reserves, or any part thereof, a net loss is 
sustained in one or more fiscal years, the 
sum of such loss for any year, or years, 
shall be divided among and charged against 
the undistributed reserves of prior fiscal 
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years which have contributed to said re- 
serve fund and in proportion to the undis- 
tributed reserves of each prior fiscal year. 


“The Directors shall distribute 
to the producers such reserves after same 
have been held for a period not exceeding 
fifteen years except 
conditions when the 


Board of 


under extraordinary 
payment of said re- 
serves will impair the necessary credit for 
the proper functioning of the Association; 
treating all member 
member producers alike in making such 
distribution in proportion to the value of 
the cotton delivered by or through each 
producer in each of the years during which 


such producers have contributed to 


producers and non- 


such 
reserves, and upon dissolution of this Asso- 
ciation, the remaining reserves shall be dis 
tributed to the producers on the 


basis.” 


Now in m) pinion, the 


foregoing 


accumulation of 
patrons’ equities in this account for the 
past 15 years so dero; from the patrons’ 


ownership t 


mulations 
viewpoint 


In 1952, 
its patrons, 
about in tl 
1952 earl 
upon wh 
or not, 


} 


ea 11e 


patron will n fs 
Form 1099 being fil forced to 
tax at current rates on moneys he may get 
15 years hence Hor ‘ where sufficient 
funds accumulated f 


operations, and Ss1 he Statute appart 


’ dh 


have 


permits a 
year of such a 

(whether from « 

appears that the 

its operations, ! 
failing to allocate the curren ar’s it 
but deductin herefrom, begit 
the earliest m: 


icome 
ning with 
yatrons’ equities 
accumulated former years in 


amounts suffici liminate all earnings 
Thus, the cooperative’s reserves will not be 
, ; 


reduced, and those patrons whose funds 


were retained would not be taxed thereon, 


and those whose allocations were reported 
on Forms 1099 would have received cash or 


merchandise therefor 


I would point out that the following are 
not patronag« I 


dividends, rebates or 


according to the Regulations: 


“Amounts distributed in redemption 


capital stock, or in redemption or satisfaction 
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of certificates of indebtedness, revolving 
fund certificates, retained certificates, letters 
of advice, or other similar documents ... .” 

Where, in the past, a cooperative, in ac- 
cordance with its charter, or by-laws, re- 
tained its patrons’ patronage rebates through 
media which became more or less fixed, 
distinguishable from the indefiniteness at- 
tached to accumulated patronage held more 
or less under an agency doctrine in some 
contingent reserve fund, such payments as 
are made now to satisfy these obligations 
can not be used to offset income. 
By the same reasoning such evidences of 


current 


indebtedness would have constituted, in my 
opinion, except for possibly some instances 


ffecting cash basis taxpayers, taxable in- 
ts thereof, at the time 
} 


xtent of 


maining fu 

tax-iIree least 
given for tax uid by the 

tive. However, 

mand 


some 


credit coopera- 


will certainly de- 
clarification by Congress. 


this point 
immediate 
There is also the what value 
shall be assigned to stock cer- 


tificates or other forms in patronage 


| 
may be allocated or disbursed. In all cases, 
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it seems that the financial condition of the 
issuing cooperative is of paramount impor- 
tance. It may be noted that in Estate of 
Wallace Caswell, CCH Dec. 18,743, 17 TC 
1190 (1952), the court had the following to 
say relative to the value assignable to cer- 
tificates of interest in a cooperative’s com- 
mercial reserve fund: 


“As to the fair market value the decision 
also must be for the respondent. The 
petitioners rest their claim of no fair market 
value on three things. One, that the cer- 
tificate had no specified due date, two, that 
although assignable, they were not negoti- 
able instruments, and three, that two local 
bankers, if called as witnesses, would have 
testified that from a banking standpoint the 
certificates were not market- 
able, that their purchase would have been 
on a speculative and in instances 
where they were accepted as collateral for 
they 


classified as 
basis, 


loans, were accepted as “additional 
collateral” only. 


lo the contrary, Turlock’s balance sheet 
ives every indication that the value back 

the certificates face. 
‘he interest provided was at a very attrac- 
that 
had ever defaulted on interest pay- 


covered them at 


rate There was no indication 
7 1 
rlock 


s and it has an apparent record of 
without 
Furthermore, in the light of 


transiers of 


nption of certificates 


certain 
indue delay. 
certificates recorded on 
oks in 1944 and 1945, we think 


to assume that the certificates 


lock’s be 


easonable 
were traded and exchanged even though the 
transfers 
also 


consideration or occasion for the 


recorded is not shown. It is shown 


that Turlock was known in the community 


as being in sound condition and well man- 
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aged. In such circumstances, we think it 
clear that the certificates from the date of 
their issuance not only had fair market 
value but the record gives no leeway for 
saying that such fair market value was less 
than face.” 

In Colony Farms Cooperative Dairy, Inc., 
CCH Dec. 18,584, 17 TC 688 (1951), certain 
equity certificates were non-negotiable, were 
subject and junior to all other obligations 
of the organization and were then payable 
only when in the opinion of the board of 
directors there had been accumulated suff- 
cient funds in the revolving capital fund of 
the cooperative to permit it to properly 
finance its operations. The court had the 
following to say as to the taxability of such 
certificates: 

“It must be kept in mind that the funds 
represented by these certificates of interest 
are retained by the corporation with the 
consent of its members and represent an 
investment by each of them in the business 
to the extent as if the distribution 
had been made in cash, and the amount in 
each instance had been repaid by the mem- 
bers to the association for its use as work- 
ing capital. 

“That the 
tificates of interest 


same 


distribution in the form of cer- 
effected a distribution 
of the earnings just as effectively as though 
made in the of cash, it is thought, 
cannot be disputed. We have held such 
distributions to be taxable income to the 
individual member.” 
this kind of thinking, I feel 
that patrons are going to pay tax on most 
credits or letters of and that such 
taxable value thereof is going to be just 
about a cooperative’s book value therefor. 


[The End] 


rorm 


Based on 


advice 


Interesting determinations as to the applicability of state taxes are con 


stantly being made by state courts and administrative bodies 


The se 


below are taken from CCH A.Lt-Srate SALES TAX Reports 


Question 


1 


Is the received 


insurance policies in 


from 
excess of cost 
of damages to business property 
subject to the New York City 
gross receipts tax? 


compensation 


Is a “cost-plus” contractor with the 
federal government liable for the 
Arkansas gross receipts tax on 


equipment purchases? 


‘Exempt’ Corporations 


Answer 


Yes. The business will have to include 
the excess in its tax base. (Letter 
of special deputy comptroller.) 


Yes. The contractor is the purchaser; 
the federal government is not, since 
it pays the contractor only after he 
has paid the seller. (Ark. S. Ct.) 





| A Tax Classic 


McDonald v. Commissioner 


By ROBERT S. HOLZMAN 


YATCHING a fly 


A he once chucl 


ball 


led, ‘but knowing what 


is a pleasure’, 


14 */ 


ak bal 
is a business J 


to do with it 
Tommy 


hus spake 
Henrich, the old Yankee pro, who 
knew the proper ay 

I I | 


, 
’ 
raged 


wurtenances of his busi- 


a lesser 


to it. 
f 


Governor Earle of 
Michael F. McDon- 
ald to serve out an unexpired term as Judge 
of the Court of Common Pleas of 
County. The 
rary appointment with t 


that 


ness. Others et in business have 


1 


understanding of 


In 1938, 


Pennsylvania appointed 


what is related 


Decemb« - 


Luzerne 


latter accept is tempo- 
he under 
for the full 


his interim 


+ 1; 
Standing 


would be a contestant 
term the 


term had bee 


he 
ii 


at next election, after 


completed 


1 te 


was oblige a 


lo obtain party 


support, he pay “assess- 


by the Democratic F 
Committee again | the party’s candidates 


an 


ment” made -xecutive 


sessments 


The amoun were 

1 the | asi ) ne t 

salaries: a judge’s compensation was 12 G’s 
of 


t’’ of $8.000 


fixed on otal prospective 


a vear for a term ten years, and the 


“assessmen went 
campaign fund for the 
Judge McDonald als 
customary campaign ex] 

d the 


Commissi 


printing, travelling an inevitable 
] note, observed the 
that 


ments, 


ner je€a 
other 
| Jonald, 


expense in Carry- 


you have been pay 
Mac. TI replied Me 
an ordinary and neces 
ing 


Those were not 


ing assess- 


lat, was 


sary 


on my business, which was judging. 


expenses incurred in being 
a judge, answered the Commis 
the 


which, it appears, you will not be 


sioner, but in 
trying to be one f 


or next ten years, 


Thus 
loss on a entered 


the 
ommissioner, for the 


it 1s 
for 
spoke 
that 


trade or business or 


a 
profit, 
the ¢ 


holding public office 


transaction into 


ex-judge explained. No, 


concept 
constitutes a 
a transaction entered into 


for profit, is a contradiction of the basic 


1 Arthur Daley, ‘Sports of the Times,’’ New 
York Times, December 4, 1951, p. 48 
2 44-2 ustc { 9516, 323 U.S 
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ideology 
our @g 


inderlying the very principles of 
overnment. 


On November 20, 1944, Mr. Justice Frank- 


furter delivered the opinion of the Supreme 


“According to tax law terminology 
the performance by petitioner of his judicial 
1 
Gq 


ryving 


othce ig 


constitute on a ‘trade or 
of §23 of the 
But his cam- 
not expenses 
but in 


be a judge for the next ten years 


Cal 


business’ within the terms 


Internal Revenue Code. 


paign contributions were 


in- 


curred in being a judge trying to 


The 


incongruity of allowing such contributions 


as expenses incidental to the means of earn- 


ing income as a judge is underlined by the 
insistence that payments of the ‘assessment’ 
levied by the party as a prerequisite to being 
allowed to be a candidate is deductible as 
a ‘business’ 


expense. If such ‘assessments’ 


for future acquisition of a profitable office 


are part of the expenses in performing the 
iat offic e 


ions of tl 


functi 


1 


ti 


for the taxable year, 
the 
ssment’ against office holders 
for immed 
> 1 - 4 
reelection bu 
of party all mixed or unmixed by 
a lively sense of future favors? 


1en why should not same deduction be 


allowed *ass¢ 
not 


or 


lor 
candidates ate reappointment 


uch 


who h ‘assessments 


' ay 
pay 


out egiance 


“For these campaign expenses to be de 
ductible, it must be found that they can con 
veniently come within § 23(a)(1)(A) 
it mildly, that 
vision for 


ailowable led 


To put 
clear pro 
To determine 
different in- 
bearin: 


n the tor 


section is not 
an allowance. 


by the 


rangemen ro! 


a 
such 
uctions 


ternal party ar ts 
cost of political campaigns i 


states would disregard the explicit 


tions of §23 confining deductible expenses 
solely to outlays in the efforts or servic 
here the business of judging—fron 
the income flows. Compare II’elch z 
ing, 290 U. S. 111 ™. 


es 
1 wh 


Helver 





*See ‘‘Tax Classics,’’ 1949—-VII, TAxes—The 
Tax Magazine, July, 1949, p. 671 
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“Petitioner next insists that inasmuch as 
he was defeated for reelection his campaign 
expenses constitute a loss incurred in a 
‘transaction entered into for profit’ and as 
such a deductible allowance by virtue of 
§ 23(e) (2). Such an argument does not 
deserve more than short shrift. It suffices 
to say that petitioner’s money was not spent 
to buy the election but to buy the opport- 
unity to persuade the electors. His cam- 
paign contribution was not an insurance of 
victory frustrated by ‘an act of God’ but 
the price paid for an active share in the 
hazards of popular elections. To argue that 
the loss of the election proves that the ex- 
pense incurred in such election is a deducti- 
ble ‘loss’ under § 23(e) (2) is to play with 
words. 


“Finally, reliance is placed on an amend- 
ment to the Internal Revenue Code intro- 
duced by §121 of Revenue Act of 1942... 
[But] here the difficulty is not that peti- 
tioner’s expenditures related to ‘non-business’ 
income, and thus were excluded from the legis- 
lative scheme before the 1942 Amendment, but 
that 


were not : 


they ncurred in ‘carrying on 
his ‘business’ of judging. The amendment 
1942 merely enlarged fi 

with reference to which expenses were de 
ductible. It did not enlarge the range of allow 


able 


the category of income 


deductions of ‘business 


expenses. In 
short, the act of 1942 in no wise affected the 
disallowance of campaign 


reflected 


expenses aS Con- 
sistently by legislative history, 
court decision, Treasury practice and Treasury 


regulations 
t for tl 


“It is n iis Court to initiate policies 


the deduction of campaign expenses 
[t is for Congress to determine the relation 
of campaign expenditures to tax deductions 
by candidates for public office, under such 
such 


commend themselves to its judgment.” 


circumstances and within limits as 


“Such expenses are felt to be merely pre- 
liminary to the production of income and 
not to bear 
tion thereto. This regulation met an early 
and successful test in the Supreme Court in 
the McDonald case.”* “It would indeed be 
a novel judicial phenomenon if one decision, 
involving 


the necessary proximate rela- 


a special situation, should con 
strict the free play of the simple and un- 
equivocal legislative command as is found in 
Sec tion 23 (a) (2). T he shad Ww of McDonald 
v. Commissioner needs lifting.” ® 

*Paul E. Treusch, 
Relating to the Production or Collection of 


Income,’’ The American University Tax In- 
stitute Lectures, Vol. Il, p. 347 


Non-Business’ Expenses 


McDonald v. Commissioner 


A successful candidate for election to the 
city council of Columbia, South Carolina, 
could not deduct his expenditures, consisting 
of a barbecue for several hundred persons, 
hire of poll watchers, rental of automobiles 
to take the faithful to the polls and adver- 
tising. “Whether and to what extent deduc- 
tions shall be allowed depends upon legislative 
grace; and only as there is clear provision 
therefor can any particular deduction be 
allowed. Section 29.23(a)-1 
prohibits the deduction of all contributions 
for campaign purposes without exception. 

In McDonald v. Commissioner 
the Supreme Court held that campaign ex- 
penses were not deductible as ordinary and 
necessary expenses paid in carrying on a 
trade or within the meaning of 
Section 23(a)(1)(A) of the Internal Reve- 
nue Code; nor as expenses paid for the 


business 


production of income within the meaning of 
Section 23(a)(2) of the Internal 
Code; nor as a incurred in 
business 
for profit 


Revenue 
trade or 
entered into 
the meaning of Section 
23(e) of the Internal Revenue Code.” * 


loss 
or in a transaction 


within 


| ITIGATION expenses were given the 
4 same treatment. A candidate for circuit 
judge in Jefferson County, Missouri, filed three 
libel suits against newspaper publishers for 
alleged libellous statements against him. 
Attorneys’ fees and court costs were not 
deductible by him, “The expenditures in 
question were not made by {the can- 
The 
taxpayer’s business and his conduct thereof 
were not libel suit. 

The libel the result of 


published statements made in the course of 


didate] to augment his law practice. 
involved in the 


suits filed as 


were 
m seal - 4 is a 
a political campaign. The expenditures were 


post-campaign, rather than campaign ex- 
[He] could not have deducted 


the costs of his campaign for the judgeship 


penses. 


as ordinary and necessary expenses, Mc- 
Donald v. Commissioner 
to deduct 


so he seeks 
his post-campaign expenses as 
ordinary and necessary expenses of 
ducting his law office. He 
had to lawyer to be 
prosecuting the county and 
since he had to be a lawyer to be the judge 
of the Twenty-first Judicial 
expenses constituted a part of 


con- 
that, 
the 


reasons 


since he be a 


attorney for 
Circuit, the 
expense 





5Leo A. Diamond, ‘‘The Shadow of McDon- 


ald,’’ 

p. 511. 
* Mays v. Bowers, 

Supp. 339 (DC S. C.) 
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of operating his law office. We can not 
agree that these expenditures were ‘ordi- 
nary and 
practicing 


necessary’ business 


law 


expenses of 
under any commonly ac- 
cepted meaning of the terms." 


The position of the Bureau of Internal 
Revenue as to allowable deductions was 
thus expressed to the Congressional Special 
Committee Investigating Campaign Expendi- 
tures: “Under section 48(d) of the Internal 
Revenue Code the performance of the func- 
tions of a public office is considered for tax 
purposes as the conduct of a “Trade or 
Accordingly, expenditures of an 
incumbent in the performance of his official 
duties are allowed as 


business.’ 


deductions. 

However, the running for office or the con 
duct of a political campaign for public office 
is not considered as ‘carrying on a trade 
or business’. Accordingly, 
traveling, 


expenditures— 
printing, 
organizations, 
running for 
election to a public othce 


advertising, contribu- 


tions to party etc.—of a 


candidate election or for re- 
are not deductible 
as business or non-business expenses 


Michael F. McDonald. . . .”* 


YOME 
b mony 


CYNICS may 


is a business; 


that ali- 
insofar as tax treat- 
ment is concerned, that is so. Thus attorneys’ 


declare 


fees in securing an increase in a divorcee’s 
alimony allowance were deductible. “Section 
23(a)(2) class of 
nonbusiness deductions coextensive with the 
business allowed by _ section 
23(a)(1) and, for the requirement 
that it be connection with a 
trade or business, a nonbusiness deduction 
is subject to all the restrictions and limita- 


prov ides for a 


deductions 
except 
incurred in 


tions that apply to a deduction under section 
23(a)(1), including section 24, which ex- 
pressly prohibits the deduction of personal, 
McDonald 

In our opinion, the 
conclusion that may be 
drawn from the expressed intention of Con- 
gress in incorporating section 23(a)(2) into 
the revenue and the Commissioner’s 
regulations is that alimony which is taxable 
; constitutes ‘income’ for the purpose 
of section 23(a)(2). There is no rea- 
son to believe that the [divorcee] could 
have additional alimony to 


living, or family expenses. 
v. Commissioner 


only reasonable 


laws 


obtained the 





which she was entitled by any means other 
than retaining counsel and instituting suit 
to obtain a modification of the prior decree 
of divorce.”*® But the divorced husband 
may not deduct his legal fees in contesting 
an alimony action. “The contention that 
such expenditures are allowable as expenses 
of retaining income previously earned leaves 
us unmoved.” ” 


Legal fees may be deducted when a tax- 
payer’s earnings potential is at stake. A 
movie script writer engaged counsel in con- 
sequence of a subpoena from the House 
Committee of Un-American Activities. “The 
result of the investigation was calculated to 
affect the future of the motion picture in- 
dustry as a whole and also [the 


writer’s] employment therein. A_ specific 


result was the threatened blacklisting which 
would have deprived . . . [him] of further 
employment in the industry and which his 
Ordi- 


nary business prudence demanded that 


attorneys succeeded in averting. 


[he] employ counsel to advise with and 
represent him in such an emergency.” ” 


Legal fees paid for the construction of a 
will were not deductible. “ 
intended to provide 


Cx meress 


the expenses of an individual incident to the 
production of income against which, had 
the individual been a ‘business’, the deduc- 
tions would be allowable as a 
expense under section 23(a) (1). 


business 
[But] 
{[t]here is no analogy to ‘management of 
property’ in the present proceedings. Peti 
legal fees in attempting 
to get the property—not to what 
she had. In McDonald v. Commissioner 
{t]he Court said 
tributions 


tioner here paid 


manage 


his campaign con- 


were not expenses incurred in 


being a judge but in trying to be a judge 
for the next ten years.’” ” 

Litigation expenses of a suit to establish 
title to stock deductible insofar as 
attributable to the allocation of income, but 
the portion allocable to the re covery of 
stock was deemed to be a part of the cost 
of the stock. “The costs of perfecting title 
to property were not deductible before the 
enactment of section 23(a)(2), and it was 
not the intendment of that section to en- 
large the class of expenses deductible under 
section 23(a). Rather the category of incomes 


were 





* Robert E. Kleinschmidt, CCH Dec. 16,998, 
12 TC 921 (1949). 

* Statement by Assistant Commissioner Sugar- 
man, December 5, 1952. 


® Elsie B. Gale, CCH Dec. 17,261, 13 TC 661 
(1949), aff'd on other grounds 51-2 ustrc { 9408, 
191 F. (2d) 79 (CA-2). 
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0% Lindsay C. 
TC 157 (1951). 

u Waldo Salt, 
No. 24 (1952). 

2 Marion A. 
TC 642 (1950). 


Howard, CCH Dec. 18,05, 16 


CCH Dec. 18,943, 18 TC — 


Burt Beck, CCH Dec. 17,933, 15 
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from which expenses could be deducted was 
enlarged. McDonald v. Commissioner... .”™ 


N?TO DEDUCTION was permitted for 

legal expenses in contesting a gift tax 
deficiency. “Section 23(a)(2),” declared 
Mr. Justice Burton, “never has been so in- 
terpreted by us. It has been applied to 
on the basis of their immediate 
purposes rather than upon the basis of the 
remote might 
the conservation of a taxpayer’s income 
producing 


See M. D mald v 


expenses 


contributions they make to 


assets 


Commissioner 


To be deductible, the expenses must be 
! An individual pur- 
annuities, his wife be the bene- 
and his nephews the 

After h he obtained 


benefi- 


a business nature 


nieces an 


himself as 


ss on the 


and the purpose 
chief or pri- 
idental or subsidiary 


not 


the 
Satisly 


was security 


ness ¢ 
siness 
] 
| 


lual was 


issoc iated 
business, serving 
hen this indi- 


ined 


expendi 
petitioner were 
future 


bulk of the expendi- 


€ 
desired 


clearly 
{the 


oses, they 
during 
rginia H. 
No 
8S. v. 


Vincent, CCH Dec 
40 (1952). 


Lykes, 52-1 


18,977, 18 
ustc § 9259, 343 U. S. 
1% See ‘‘Tax Classics,’’ IV, 
Magazine, April, 1948, p. 360 

1% Karly v. Atkinson, 49-1 ustrc {§ 9302, 
(2d) 118 (CA-4) 

11 Benjamin Miggins, 
TCM 82 (1949). 
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CCH Dec. 16,809(M), 8 


McDonald v. Commissioner 


taxable year] he was not engaged in that 
‘business’. And, in fact, [he] 
had undertaken a new ‘trade or business’ 
by joining the United States Army. * 
These expenditures, looking primarily to his 
future peacetime employment, do not even 
attain the dignity of the expenditures of the 


McDonald vU. 


taxpayer in 


” 17 


Commussioner 


The business must be the current business 
of the taxpayer. A corporation set up a 
trust fund to make loans to employees, the 
a 20-year life. 
allowed. 


trust to have The expendi 


ture was not “The cases constru- 
ing and applying Section 23(a) are indeed 
legion. Mr. Justice Frankfurter ended 


opinion in McDonald v. Commissioner 


his 


by characterizing them as 


g a ‘quagmire of 
particularities’. 


Certainly these 
forth no clear criteria of easy and universal 
application. The 
id the Protean complexities of mod 
ern industry preclude so favorable an hy- 
othesis We 
listortion of 


( 
the deduction 


money 


cases set 
enerality of the statutory 


terms < 


think . . . it would 
the statute to 
(as is the case here) 
laid out to the 
us of a trust that would last and benefit 


create 


yver the entire contemplated 


[Wle think the 


question was a capital 


20 years. 
expenditure here in 
expenditure which was not deductible as 

the 


er’s business un 


an 


during taxable 


ordinary expen paid 
: \ 


on taxpa) 
18 


ss always me to 


bor 


people’s Perhaps 


Internal Revenue can 

‘7 hI 
aA wabie 
their 


a hoarse 


cure c f this malady, via ut 
deduction gut 
own business’, 


everybody minded 
said the Duchess in 

wl, ‘the world 
faster 


skeptic 


would 
” 2m 


fo round a deal 


And should any 


etency of! Alice’s 


than it does’. 
doubt the 


com] 
I 


: oF 


subject: 


certain tl 


lings- 
Che 
That I 


a [The End] 
4 Robertson v. Steele’s Mills, 49-1 
72 F. (2d) 817 (CA-4). 
Oscar Wilde, Lady Windermere’s Fan (New 
York, Samuel French, 1893), p. 35. 

® Lewis Carroll, Alice’s Adventures In Won- 
derland (New York, D. Appleton and Company, 
1866), p. 84. 

2 [Charles Lutwidge 
Works of Lewis Carroll 
House, 1937), p. 854. 


hate 


ustc § 9177, 


+> 
iW 


Dodgson], 
(New York, 


Complete 
fandom 
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Books 


Canada Needs Corporate Income 
Tax Changes 


The Taxation of Corporate Income in Can 
ada. J. Richards Petrie. University of To- 
ronto Press, Toronto 5, Ontario, Canada 
1952. 380 pages. $7. 


The first Canadian 
enacted in 1917 to raise revenue 


meet the cost of World War I 


respects it was modeled 


income tax law was 
to help 
and in many 
after the American 
income tax legislation which had been en- 
acted a few earlier Despite the 
emergency nature of the first Canadian tax 
it has never 


years 


has now 
part of the 
The old and 
Canadian income tax law 
was repealed and replaced in 1948 with the 
Income Tax Act. 


been abandoned and 


become an integral and key 
Canadian federal tax system 


often amended 


The new Canadian law confines itself to 
general principles. In the 1917 act, “in- 
come” was positively defined in a long sec- 
tion which enumerated all possible sources 
of income. The 1948 act does not attempt 
to define so precisely either income or cap- 
ital but states rather simply that “the tax- 
able income for a taxpayer for a taxable 
year is his income for the year minus the 
deductions permitted by Division C.” 

This book is a study which was com 
missioned by the Canadian 
and find the 
nected taxing 


Tax Foundation 
problems con 
corporate income and 
dividends and to learn the economic effects 
of this tax on 


designed to 
with 


production, wages, invest- 
ments, costs and prices—in short, to make 
a thorough examination of the 

effects of taxing corporate income. 


economic 


The author states the theme of his book 
as follows: 

“Because we are confronted with the most 
crushing taxation in our peacetime history, 
it becomes all the more necessary to remove 
the inequities that still exist in the Income 
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Of 
Interest 


to the Tax Man 


Tax Act, and to give careful study to the 
impact of taxation on the incentive to pro- 
duce efficiently and on the formation of new 
capital required to further our need to ex 
pand production. While fiscal policy aimed 
at curbing inflation appears now to be an 
inescapable element of national policy, its 
objective will be frustrated if it defeats the 
basic objective of increasing production to 
the maximum in order to maintain our po- 
sition as a free nation.” 

Without listing all of the author’s major 
conclusions, we state this one because of a 
similar problem in this country: The corpo- 
rate income tax is not passed to the con- 
sumer in the form of higher prices and it 
has no short-run significance as far as wages 
are concerned; but as a general proposi 
tion, the tax falls on the 
the corporation 


shareholders of 
This conclusion holds under 
conditions of competition, monopolistic com 
petition and monopoly. The economic effects 
of the existing method of taxing corporate 
income and dividends make themselves felt 
in the long run. difficult to trace 
and impossible to measure precisely, The 


They are 


author says the situation requires “a bold 
new approach, and, in theory, the writer 
leans towards the dividends-paid credit plan 
as at least a partial solution to the problem 
of integration. In view of the increase of the 
corporation tax rate that appears necessary 
to help finance the heavy defence programme 
serious consideration should be given now 
to a better method of alleviating the prob- 
lem of taxing corporate income and the 
dividends received by corporate sharehold- 
ers. The existing situation calls for careful 
reconsideration—more careful than ever be- 
fore—of the economic consequences of the 
tax treatment of corporate income in the 
hands of the company and its shareholders. 

It is the writer’s view that the corporation 
tax is not a good instrument of fiscal con- 
trol. Heavy taxation of corporations to 
curb inflation may produce an inflationary 
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rather than a stabilizing result, may impair 
incentives and efficiency.” 


On the whole, this book is a real necessity 


for a fair understanding of the taxation of 


corporate income in Canada. 


Book for Timber Owner 


The Small Timber Owner and His Federal 
Income Tax. Ellis T. Williams. Superin- 
tendent of Documents, United States Gov- 


ernment Printing Office, Washington 25, 
D. C. 1953. 55 pages 


rivate 
ivat¢ 


Three fourths of the commerce 

st-land United States 
some three million farmers 

and 
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area of the 


ed, m 
operators oi most other line 


1 


because Saies oO! Standings 


ect te 1 very comy 1cat 


pur 


(3,000 board 


ard teet all, valued at $5 per \ 
) ) 60 M board 


ore 


and depletion 

he original 
is will be 
supposing for the 


adjust- 
will then be 


bee n no 
lepletion 
M board feet. The 


M b yard feet 
or! $300. 


calculation of the 
vill not be as simple 
n above. Assume, for example, 
that 10 years later in 1950 you purchased an 
50 acres for $2,600, of 
which $600 was allocated to land and $2,000 
to timber (4 M board feet per acre or 200 
M board feet in all, valued at $10 per M 
board feet or $2,000). You make the same 
stumpage sale as before of 60 M board feet. 
This time 


additional tract of 


you revise your timber volume to 


Books 


include the growth on the original tract. 
The growth between 1940 and 1952 is esti- 
mated to be 90 M board feet. What now 
is your basis, adjusted basis, unit depletion, 
and depletion allowance? Your basis will 
be $1,500 as before but will be increased by 
$2,000, the cost of the second tract (timber 
adjusted basis $3,500. 
is now the sum of three 
The original volume of 300 M board 
feet, the estimated growth of 90 M 


only), making the 
The timber volume 
figures: 

board 
feet, and the original volume on the second 
tract of 200 M board feet, totaling 590 M 
board feet. The depletion 


$3,500 


unit is now 


ve 5 03 ne 
OFT $9.49 pe 


- r M board fe The 
590 M bd. ft. 


1] 
i 


ywance will then be 60 x $5.93 


for this booklet was prompted 
ittee of the Society of American 
believe that many of the 
wnet more in income 

han the law requires 
ed with 
t Forest 
ites Department of Agri- 
been reviewed and 


-onomics, 


f Internal Revenue. 


Surrounded by Lawyers 


The W 
H | 


lorsky. J] Company, 34 


Massachusetts 


Beacon Str 
1952 


179 pages 
is very interesting little book i 
’ 


ivered under 
1? 
I 


‘ S a series 
. : 
of lectures del the auspices of 


oundation, at North- 
ool of Law, in April, 


the Julius Rosenthal 
western University S: 


19S ) 


] 


WY whose ivities 
id evaluate: rney 
with 
levels 


deal 
all the 


. 1 
ative and judi lal, 


requires him to 

at either or 
admunist This 
he lawyer who might reside 
Francisco, Los 


hington, D 


Angeles, 
C., whose prac- 
to represent his clients at 
The 
functions of this particular genus are illus- 
trated by ] such as 
these which led up to the enactment of the 
Portal-to-Portal Act of 1947. The 
might remember the case of Anderson v 
Mt. Clemens Pottery gave 
rise to thousands of suits for overtime pay 
What appeared to be a judicial windfall was 
nullified by the Portal-to 
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federal government 


newsworthy incidents, 
reader 


Company, which 


enactment or the 





Portal Act. 
was called on 


Here the Washington lawyer 
to demonstrate to members 
of Congress the inequity of extracting back 
overtime payments from industry because of 
this decision, and to point out that the only 
avenue of relief was a legislative one. 


This book is divided into three parts: (1) 
a discussion of the general characteristics 
of Washington practice, and judicial and 
legislative activities; (2) an enumeration 
of certain activities relating to the executive 
branch and the administrative agencies; 
and (3) a very interesting and long conclu 
sion Reflex - 
tions on the Role of the Washington Lawy- 
er.” Here, in the author’s own words, is an 
explanation of this role: 


which the author calls “Some 


“This work of the Washington lawyer in 
making the mandates of government mean 


ingful is both a part of the lawyer’s profes 
t 


sional responsibility and a long step toward 

enforcement. As a Washington tax lawyet 

has said, ‘the Government is entitled to the 
‘ 


tax lawyer’s help in explaining to taxpayers 


the necessity and 


reasonableness of many 
provisions which taxpayers must 


dislike.’ Without 


law yer can 


inevitably 
this assis > which the 
give—advice to he client on 
what the government 
and not to do—the 
could not operate. 

| 


and regulations 


expects him to do 


government simply 


Perhaps, if laws and 


rules were not 


the expectation that the 


written in 
lawyer 
there 


regulations whi 


s would per- 


form this function, would be 


simple 
1 


laws and rules and 
could 


1 


very much 


men understand—but it 


less intensive 


and a very 
ent government than we now have 
“But explanations and interpretations are 


not the whole of the Washington lawyer’s 
contribution to the enforcement of the law 
He is consulted by his clients on a proposed 
course of action, a proposed con 

proposed form of advertising, a pr« 
almost everything He 


says no, and 


proposal is abandoned or modified 


just as significant as an injunction 


he government against the 
For every occ: 

which the government itself prevents some 
unlawful course of dealing, either in limune, 
or after it has begun, there must be dozens 
which have been prevented by the refusal 
of a lawyer to approve them.” 

All in all, the 
anecdotal story of how Congress came to 
be a body of 


book is a factual and often 


legislators c ympletely sur 


rounded by lawyers. 
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Tax Impact Series 


Effects of Taxation on Corporate Financial 
Policy. Dan Throop Smith. Harvard Busi- 
ness School, Soldier’s Field, Boston 63, 
Massachusetts. 1952. 301 pages. $3.75. 

Effects of Taxation on Depreciation Adjust- 
ments for Price Changes. E, Cary Brown. 
Harvard Business School, Soldier’s Field, 
3oston 63, Massachusetts. 1952. 161 pages. 
$3.25. 

These books are the fifth and sixth, re- 
spectively, in a series resulting from the 
research program conducted through the 
Harvard Graduate School of Business Ad- 
ministration, financed by a grant from the 
Merrill Foundation for f 
Financial Knowledge 

Among the 
business, 
than the 


This is 


Advancement of 


many effects of taxation on 
none has been more widely noted 
of debt financing 
one of many ways in which 
tax factors affect corporate financial polli- 
And even this i 


encouragement 
only 


cies. fluence is not 


one because, on closer examination, instead 


of positively encouraging debt 


new 
taxation may be appraised more significantly 


as penalizing all 


issues, 


forms of financi 


zy except 
borrowing 
Effects of Taxation 
: ‘ 


? j 
Micy analyzes tie 


the relative 


m Corporate Financial 
effects of taxation on 


attractiveness of debt and 


pre - 


ferred stock financing, of new common- 
earnings for 
controlled 
corporations, Also, the tax influences on the 


organization of and 


retained 


and 


and of 


owned 


| 1 
stock issues 


} 


both widely closely 


original capital struc- 
ures of closely controlled companies and 
on the 


in them are 


sales or withdrawals of part interests 


examined. 

The author of this study, Dan Throop 
Smith, is professor of finance and director 
of the tax research program at the Harvard 
University Graduate School of 
Administration. 

The second book 


the problem, as yet unresolved, of making 


Business 
listed above deals with 


proper adjustments for the gap between his- 


torical costs and replacement costs of cap- 
ital assets in 


and 
the 


measuring depreciation 


business income. The price rises during 
past decade have made this problem a major 
one in many industries, and it has been a 
topic of recurring controversy among both 
accountants and tax experts. 

Profits during a period of inflation have 
come to be generally recognized as over- 
stated for many purposes because of various 


accounting conventions. The significance of 
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alternative accounting procedures in the 
treatment of inventories was the principal 
subject of the first volume in this tax re- 
search series, that by Professor Butters on 
Effects of Taxation: Inventory Accounting 
and Policies. The spread between historical 
and replacement cost of 

presented the other 


the measurement of 


capital assets has 
principal difficulty in 
income. In some re- 
the subject is analogous to the in- 
no prop sed 


with it has yet 


necte 
spects, 
ventory 


dealing 


one, but method of 
general 


acceptance and no provision has been made 


recely ed 


for it in the tax law. 
E. Cary 
omic 


Brown, 
at Ma 


is associate 


t 
) 


eco! sachusetts 


of Technology 


The Business of Taxing 


Taxation of Business Enterprise 
mer 


The Sum- 
International and Com- 
Michigan Law 
Michigan. 1952. 532 


Institute on 


parative Law, University of 


Ann Arbor, 


This volume consists of the 


principal 


papers delivered at the Summer Institute on 
International and 
sored by the 


School at Ann 


Comparative Law, spon- 
University of Michigan Law 
Arbor in June 1951. These 
papers all relate to the subject of taxation of 


business enterprise. The p< may pe 
l 


grouped into five major classifications as 


follows: (1) economic and policy consid- 


erations, (2) jurisdictional problems, (3 


taxing stockholders on cor ate distribu- 


tax 

Excess 

well-known 
Here 


1 . 
ii TCCORNIZE 


Many 


Willard H. Pedrick 
Stanley S. Surrey 
Merle H. Miller 
Thomas N. 


Harold M. Groves 
Eldon P. King 


TI arleau. 


The Heartbeat of Free Enterprise 


Business Fluctuations Aaron Gor- 
don. Harper & Brothers, 49 East 33rd 
New York 16, New York. 1952. 


~ 


po. 


street, 


follow depressions and that 


depressions follow booms is a fact, but why 


booms 


these fluctuations occur is an all-important 
question with an which 
economists have been tracking for a number 


elusive 


answer 


Books 


of years. So much depends on the nature 
of man. Economists have made great strides, 
statistically charting business fluctuations 
for as far back in our history as figures 
are available so that their accumulated knowl- 
edge, properly used, can mitigate against 
the severity of the and the 
speculative abandonment at the peaks. 
Most end about or be- 
fore the time full employment is reached. 
Then a cyclical expansion begins to sow 
the seeds of 


human equation called “confidence. 


down-swings 


peacetime booms 


future depressions due to a 
r Prices 
rise so rapidly that businessmen soon begin 
the expan- 


sion. They stop ordering ahead and attempt 


to distrust the continuation of 


+ 


to reduce their commitments and inventory. 
Often 


1 
} 


1e stock market 


Pes- 


a too rapid rise in t 
breed pessimistic expectations. 


settles on the banks, which, 


may 
simism 
cerne¢ Vitn sf 4 nec ‘ - prices and 
inventory, Some indus- 
output 
in relation e st of the 
I author calls 


tries find tli th are ec nding 


The se are 


maladjustments, serious enough to 
This 


time being, 


cyclical reverses. 
for the 
know that after a 
a period of expansion 
this 


of the instability in 


gain occur. It is 
something that we will have 
! have a free enter- 
\ business cycle 


igs to our type of 


ng as we 
is unknown 
economy 
es freedom. The problein 
fluctuations but to learn 
As Roger Babsor wrote 

cycles are inevitable 


human nature as it is 


i? 
witl 


: - 1. » 
business cycles involves a 


f how national income and 
product are determined. 
Oo! ne 


h of the 


history of the eco- 
components, 

ually learn to recognize certain 
signal flags and, following such recognition, 
we may minimize, at least, the depths of 
these cyclical fluctuations. Professor Gor- 
don, along 


AlONME 


thinks that 


with many other economists, 
we will not have a depression as 
severe as that of the early 30's. 


still much confused thinking in 
field. Not so there 
TV two eminent 
One maintained we were 


There is 


this long ago was a 


debate on between econ- 


omists. now be- 


ginning while the other 


315 


a depression cycle 





“A stranger may by conduct become a 
foster parent; but no conduct can 
transmute a natural parent 

into a_ stranger."’ — Mr. Justice 
Douglas dissenting in Baumet v. U. S. 


stoutly defended the opposite point of view 
and the audience didn’t know which one 
to believe. If there is more than one way 
to read these statistics how can they be 
used effectively? Professor Gordon’s book 
has one thumb, stated this way: 
“the starting point of economic 
change is a shift in the spending decisions 
(Babson’s human nature) of one or more of 
the main spending groups—consumers, busi- 
ness, government and foreign buyers.” 


rule of 
pivotal 


Imagine the immense advantage to busi- 
nessmen when they can recognize signal 
that warn of down-turns and con- 
versely those which warn of up-turns. 


flags 


A course in fluctuation is re- 


quired of all majors in the course of busi- 
ness administration at the 
California and 
universities. 


business 


University of 
presumably at other large 
This book was undertaken to 
meet the needs of this course. 


The heart of the book is part two—the 
detailed examination of the nature 
causes of business fluctuations. The pre- 
part cannot be skipped, however, 
because it provides some of the necessary 


and 


ceding 


analytical tools such as understanding how 
the economy generates a circular flow of 
income and spending and how the national 
income is measured. Part three deals with 
forecasting, policy—in short, 
what can we do to keep the economy more 
stable. 


questions of 


The book is thoroughly organized and, 
with definitive and historical depth, gives 
the reader knowledge of the 


for economic 


components 
measurement. At times the 
will be despair to a 
dictionary, for certain passages of the book 
abound with Ph.D. language: 


“ . . I have tried to blend theoretical 
and empirical treatment and to synthesize 
aggregative analysis with a detailed study 
of the components which underlie the im- 
portant aggregates.” And: 


students driven in 


“We estimate these exogenous variables 


on the basis of whatever information is 
available, and then use the estimates to help 


determine the other endogenous variables.” 


The author withheld no power from his 
punches 
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of periodicity in cycles. (Babson has a piece 
in a recent issue of the Commercial and 
Financial Chronicle (Thursday, February 12, 
1953) in which he says that, presumably due 
to his theory, $2,000 invested in 1901 in 
Dow-Jones stocks would amount to $1 mil- 
lion “today without borrowing a penny. 
This is known as Chapin Hoskins cycle. 
It appears in records of barometric pressure, 
sun spots, tree rings, certain commodity 
prices and the sales of some 25 leading 
U. S. Corporations.”) He also criticizes 
Dewey, the author of a popular book which 
holds in general that business fluctuations 
are influenced by at least four major rythms 
of periodic cycles which continue to repeat 
themselves with unchanged duration. Pro- 
fessor Gordon points out the business cycles 
are not strictly periodic and there is no 
conclusive evidence that a long wave from 
50 to 60 years existed and major and minor 
cycles can be combined in all sorts of ways 
According to Mr. Babson, Edward R. Dewey 
is the “best living authority on cycles.” 


So, what know? We know that 
the cyclical fluctuation is the heartbeat of 
the free enterprise system. We know we 
must live with it. We know great econo- 
mists and universities are training men in 


do we 


the art of advising business and government 
as to how they should act throughout cyc- 
lical changes. So—if depression comes, can 
prosperity be far behind? 


Doing Business Abroad 


Foreign Tax and Trade Briefs. Walter H. 
Diamond. Matthew Bender & Company, 
Inc., 109 State Street, Albany 1, New York 
1952. $25. 


containing 
basic tax data for the principal countries of 
the world which are open to American in- 
vestments. 


This is a loose-leaf volume 


The author uses a basic outline 
for all nations, devoting a paragraph ex- 
planation to each of the main taxes imposed 
and also to such trade information as deals 
with import licenses, exchanges and credit 
experience. This method leaves the Amer 

ican businessman with a comparative pi 

ture of the tax situation of any country or 
countries in which he is, at the moment, 
The author says that based 
upon his 20 years’ experience in the field of 
foreign trade, taxation and banking, this is 
the best method and of the greatest use to 
the greatest number. 


interested 


The price includes 
replacement sheets with new items. 
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Articles 


Property Problems 


“Tax Aspects of Real Estate Leases,”’ by 
J. Nelson Young. University of Illinois 
Law Forum, Fall, 1952. 


The author is a member of the Illinois 
bar and associate professor of law at 
the University of Illinois. 

With certain exceptions, the lessor’s rental 


income and the 
are parallel 


rental deductions 
Certain expenses incurred by 
the lessor and the lessee constitute capital 
expenditures which must be allocated over 
the term of the lease whether the taxpayer 
is on a cash or accrual basis. In this cat- 
egory are commissions, bonuses, legal costs 
and other expenses incurred in the procure- 
ment of the lease. Rentals paid in advance, 
although current income of the lessor, con- 
stitute capital expenditures of the lessee and 
are allocable to the period to which they 
relate. 


le ssee’s 


Rental income is taxable either in the year 
of receipt or in the year in which earned, 
depending on whether the taxpayer is on 
a cash or accrual basis. A cash-basis lessor 
subject to the rule of construc- 
and may be deemed to have 
realized income in the taxable year even 
though no cash was actually received 


is, of course, 


tive receipt 


Where the lessor is on an accrual basis, 
rental income is reportable in the period 
earned 
able nor actually received until a subsequent 
period 


taxpayer 


though payment is neither enforce- 
If rents accrued by an accrual-basis 
should prove un- 
collectible the lessor may take a bad debt 
deduction for the unpaid amount in the year 
in which 


subsequently 


worthlessness occurs. Similarly, 
forgiveness of accrued rent 
reasons, a 


business expense or loss deduction may be 


if subsequent 


becomes 


necessary for business 


taken in the vear of 


forgiveness. 


Articles 


Digests and Comments 


Receipt of rentals in advance by either 
a cash- or accrual-basis lessor results in the 
realization of income in the year of receipt. 
Under certain circumstances, loans made by 
the lessee to the lessor may be treated as 
advance payments of rent. 


To assure performance of the lease by the 
tenant, it provided that the 
lessee shall make a substantial cash deposit 
or execute promissory notes to secure the 
rentals due over the term of the lease. Where 
a cash deposit is required, it is often stip- 
ulated that the payment shall apply upon the 
rental due for the last year of the term. If 
there is no upon the landlord’s 
use of the funds and no obligation to account 
therefor, the deposit will constitute an ad- 
vance payment of rent which is taxable in 
the year of receipt whether the lessor is on 
a cash or accrual basis. 


is frequently 


restriction 


Where avoidance of 
taxation is considered essential, it may be 
accomplished either by depositing the fund 
in escrow or by placing the lessor’s obliga- 
tion to repay at the end of the term in the 
form of a negotiable interest-bearing note. 


It is the general rule that notes received 
as compensation for 
upon 
equivalent of 


services or 
constitute the 
extent of their 
In the only case to be 
involving a lessee’s notes, 
it was held that the parties merely intended 
that the notes 


personal 
the sale of property 
cash to the 
fair market value. 
found directly 


should serve as additional 


evidence of the obligations of the tenant 

it (Nina J. Ennis, CCH 
Dec. 18,543, 17 TC 465 (1951).) Where the 
added security of the 
lessee’s notes, it would probably be advisable 


to arrange for delivery of the notes in escrow 


expressed 1 the lease 


lessor desires the 


to be collected as they mature and the pro- 
ceeds remitted to the lessor. In this manner, 


since the lessor 


dominion 
the notes could not be 
considered the equivalent of cash in the year 
of receipt. 


would have no 


over the instruments, 
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The cost of permanent improvements 
erected by the lessor is depreciable 
over their estimated useful life. 


hich include options 


to purch: yY nt difficult tax problems 
a he 
the amounts received by the 
tute 


sale of property. If the 


determining whether 


lessor 


pro eeds 


lies in 
consti 
rental income or 
transact 


exercise of the option, the 


11 


vendor will realize ordinary 


iod which might other 


as a lease until 


lessor rental in- 
come during this pet nit 
wise have constituted a nontaxable recovery 
of basis ¢ 


+} 
or the 


true 


problem is one as whether his periodic 


payments, until se of the option, are 


deductible as rent or are to be cay 


italized 
as paymen l 
event, he 


tion 


Accordi 

may ne 

ment of tl 

the paymet 
ultimate disposit 


, ; 
| he if 


with the contention th: 
the lessee-purcl 
taxabl until 


to purchase is actually exercised het ti 


tablished, 

as, for example, where a deed has 
] 
placed 


the Cxe 


intent ffect a sale has been es 
aneous|l\ 
payer follows 
estate throu 
the court 

as salk S 
lessor | 
payments on the installment basis as sales 


But 
overlook the 


proceeds the vendor-lessor must not 


necessity of electing the in- 


stallment method in his return for the year 


of sale. Failure to do so may result in tax- 
ing the entire gain in the year the lez 


purchase agreement is closed 


Where the 


be a sale and purchase, the lessee is denied 


transaction is determined to 


any deduction on account of periodic 


payments. The lessee is deemed to be ac- 
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quiring an equity in the property and, conse- 
quently, the 
expenditures. In 


payments constitute capital 


these 
purchaser has been limited to depreciation 
+] 


respect to the 


te 
cases, the lessee- 


with improve- 


ments upon the property. 
The 


erected by 
their 


deductions 


cost of 
the 
estimated 


permanent improvements 
is depreciable 
life. The fact that 
leased for a term in 
excess of the useful life of the premises does 


f +} j 
extension of the period 


lessor 
useful 
may be 


over 


the premises 


not require for de 


preciation. 


If the lessor purchased the prope! 
the intention of removing the existing 1m- 
yrovements, the : 


allocal 


portion of the purchase 


le to the improvements and the 
of the removal must be 
cost of the Where 


acquisition of the prope 


capitalized. as 
the lessor, after 
] } ‘ 


rty, decides to fre- 


land. 


place the existing improvements, the un- 
depreciated cost of the old building and 
izing expenses incident thereto are c: 
lized as part of the cost of the new stru 
ule is applicable where 
a lease, authorizes 
to remove and replace the buildi 
in that event, the ut i f 


old 


st of 


struc 


amor tized by 


exclusion 
provements are 
This is 


regulations 


as payment 


in kind recogti ized in 


WP ie : “9 
which provide that “where 


facts disclose that such buildings or 
provements represent, in whole or in part, a 
l kind of 

from gross income shall not apply 
extent that 


represent 


liquidation in lease rentals, the ex- 


ciusion 
to the 
immproy ements 


such buildings or such 


” 


such liquidation. 


Percentage leases with provisions for re- 
coupment by the tenant of a part or all of 
the cost of the improvements may present 
different problems for the lessor, depending 
on the form of the The difficulty 
under the percentage lease arises where the 


lease. 


credit allowed to the tenant is contingent 
upon the rental reaching a specified mini- 


mum figure. 
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Regardless of the duration of the lease, 
the lessee is not allowed a depreciation de- 
duction with respect to improvements unless 
he has actually contributed to their cost. A 
limitation upon the lessee’s depreciation 
arises where the improvements are erected 
by the tenant while occupying the premises 
for an indefinite term. In these cases, the 
rule is well established that the improve- 
ments must be depreciated over their esti- 
mated useful life. 


An added complication arises where the 
lessee erects improvements upon premises 
leased from a related or controlled taxpayer. 
The will be more carefully 
scrutinized, but it does not follow that the 
lessee’s tenancy will invariably be considered 
one for Where substan- 
made under a short- 
related taxpayer, the 
irts will probably conclude that the ten- 


transaction 


an indefinite term. 
ial nprove ents are 
tial improvement 

lease with a 


term 


was intended < yne for an indefinite 
iod and req 


estimated useful 


‘ciation over the 


improvements 
d by the regulations, the mere 

ence of a renewal option in a lease does 
not alter the general rule that the lesse« 


depreciable over 


improvements are 
f that is shorter than the 

The taxpayer 

burden of proving the propriety of 

a claimed deduction, C 


the proper | 


has t 


onsequently, he must 
for depreciation 


issue is raised, this includes 


I DAaSIS 


that a renewal of 


17 


d by the lesso1 
Iree ; 


herit« 
iding lease, the fair market 
value of the improvements thereon as of the 
date « leath becomes the 


basis (tax cost) 


subject to depreciation over their estimated 
This allowance for depreciation 


a subsequent lease of the 


r 


e€ is an outstanding lease upon the 
improvements there- 


ve depreciated in the 


ited property, the 
ill 1} ] 


same manner. 
t a question arises as to whether the value 

at the may be 
The 


advantageous one carrying 


date of death 


£ allay 1 
OT alloOwavie 


depreciation. 
be an 


a rental rate in excess of the current rental 


market. In such a case, the outstanding 


lease would enhance the value of the prop- 
erty. On the other hand, it may carry a 
reduced rental which would adversely affect 


the market value of the property. 


Articles 


If the lessor acquired his interest in prop- 
erty as a life tenant or as a life beneficiary 
under a trust, allowable depreciation would 
generally be the same. This is true whether 
the property was subject to an outstanding 
lease at the date of acquisition or was leased 
subsequent to the death of the former owner. 
Depreciation would be allowed to the life 
tenant in the same manner if he owned the 
fee. A life beneficiary under a trust would 
be allowed depreciation in accordance with 
the provisions of the trust instrument and, 
in the absence of a specific provision, in 
proportion to his share of the income from 
the particular property 


Tax treatment of the consideration paid 
by the lessor to the lessee for cancellation of 
the lease turns on the purpose for which 

desires possession of the prem- 
ises. If possession is for direct use of the 
property in tl 
payment to the 
the balance of the 


the lessor 


lessor’s own business, the 
lessee is amortizable over 
term of the lease If 
purpose of construct- 
ing a new building or of selling the property, 
the consideration paid to the lessee is added 
to the cost of the new building or to the 
basis of the property, as the case may be. 


Where the situation is reversed and the 
lessor receives payment from the lessee for 


possession 1S for the 


a cancellation of the lease, the amount re- 
ceived constitutes ordinary income to the 
lessor. Payment made by the lessee to the 
lessor for cancellation of the lease consti- 
tutes a deductible loss or business expense 


he year in which paid or incurred. 


The leasehold interest of the lessee con- 
stitutes depreciable property used in a trade 
or business. If the lessee assigns his lease 
for consideration to a third party, there is 
a “sale or exchange” and, if held for more 
than six months, the gain thereon is taxable 
as a capital gain under Section 117 (j). In 
a recent case, it was held that the surrender 


of the leasehold to the lessor constitutes a 


sale” and that the lessee is entitled to re- 


(Isadore 
18,388, 16 TC 1450 
79553 (CA-3).) 


port the proceeds as capital gain. 
Golonsky, CCH Dec. 


(1950), aff’d 52-2 vustc 


If the lessee, during the term of the lease, 
acquires the fee interest in the property, the 
treatment of leasehold 
and costs relating to the acquisition of the 
outstanding fee 


unamortized costs 


interest turns on whether 
the merger doctrine is to be strictly applied. 
If it is, the leasehold merges in the fee and 
all unamortized expenses of the leasehold 
become a part of the cost of the fee interest. 
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The lessor and lessee under a farm lease 
are subject, for the most part, to the same 
tax rules which are applicable to any lessor 
or lessee of real property. Where a land- 
lord reports income on an accrual basis, his 
share of the year’s crop is included in in- 
come in the year in which harvested to the 
extent of the l f | t 
inventoried value if on hand at the end of 
the year. 


sales proceeds if sold, or the 
But where the lessor is on a cash 
basis, the crops are returned as income only 
in the year in which sold 
to the general rule that income received 
in kind by a cash-basis taxpayer is to be 


This is contrary 


reported in the year of receipt to the extent 
of the fair market value of 

received, This exception permits 
, egg > te 

basis lessor to choose th 


tax vear by either selling 


property as he sees fit. 


In recent year 


} 147] 
peen util 


transaction has 


cial and tax advai 


ine transaction taxes the tlorm Of a 


of the property with a simultaneous 
leaseback to the vend yr, ger 
term basis 


the sale d« pt nds ¢ 


Recogt 


will be considere 
of lil e kin | 
112 (b) (1) 


A gift and leaseback of real property is an 


f 
attractive device for a taxpayer who is in 
terested in shifting income within the family 
group. Although there have been deci 
which 


S10ns 


d 


+} } 


he use of the gift a 


leaseback, red flags have been waved by 
the commentat« | 1 


encourage 
rs and two recent decision 
bear out their words of caution. 
Fitzpatrick, 52-1 ustc $9103, 193 F 

398 (CA-2); Kirschenmann v. Wes 


ustc J 9126 (DC Calif.).) 


Canadian Credits 
for Federal Estate Taxes 


“Estate Planning Techniques and the 
Ownership of Canadian Securities,"’ by 
Robert T. A. Molloy and Robert L. Wood- 
ford. The Yale Law Journal, January, 


1953. 


Mr. Molloy and Mr. Woodford are 
members of the New York bar. Mr. 
Lawrence F. Meehan assisted the authors 
in the preparation of the article. 


The major premise upon whic 
estate taxation is built is that 
erty—excluding only realty located without 


t 
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the United States—belonging to a decedent 
United States citizen or resident is subject 
to federal estate taxation. Canada likewise 
property situate 
within its borders belonging to a nonresi 
dent alien, and 


include 


taxes the succession to 


Canadian 
well as 


such taxes may 
Dominion 
Under certain conditions a credit, 
as specified in the United 
Death 


in 


provincial as 
duties. 
States-Canadian 
Tax Convention or as provided for 


1 the Internal Revenue Code, may be ap- 
plied against the federal estate tax other- 
wise payable on account of succession duties 


paid in Canada, thus entirely removing, or 


at least greatly mitigating the rigors of mul 


tiple taxation, Where the conditions to the 
allowance of this credit are not met, how- 


Canadian succession duties do not 


against the feder: 
luction in the net estate subject 
tax is allowable for “any est 
ession, legacy, or inheritance taxes,’ 


- to what entity paid. 


sent Death Tax Convert 
ot a decedent 
United Stat 


the fedet 


account o! 
Dominion. 


ly where there is suc- 
1 


1 
deemed situate within 
situs rules, 


Convention 


since only such property is subject to Do- 

minion succession duties. In order to limit 
: . 

the allowance o this credit to situations 


} + 
would otherwise be 
1 1 
n places thres 


the credit’s allowability 


alle W ble 


only for Do 
1; 


luties and has no apy] 


minion successio 
cation to any 

which wit! [ 
decedents dying after the effective d: 
the Revenue Act of 1951 (October 20 
both C 


provincial succession 


may be paid. ut ith re 


- } 
a Tuli 


and 


credit for anadian Domi: 


duties may 
available under the Internal Revenue ( 
which in this respect may prove more 


eral than the terms of the Convention 


Second, the credit is allowable only 
Dominion succession duties paid with 
spect to property actually subject both 
Dominion and federal taxation Conse 
quently, where the estate of a citizen of, or 
resident in, the United States includes Ca- 
nadian realty, Dominion succession duties 
paid on this property can not serve as a 
credit against the estate’s federal tax, be- 
cause foreign real estate does not constitute 
part of a decedent’s taxable estate for fed 
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The Dominion imposes succession 
duties only on such property 
belonging to a deceased citizen or 
domiciliary of the United States as 
may be situate within Canada. 


eral purposes \ credit is similarly dent 


for Dominion succession duties paid witl 
respect to property (a) specifically devised 
or bequeathed to a charitable organization 
for which a federal estate tax deduction 1s 
properly allowable, (b) 
taxed, (c) 
bequeathed to the 


identified as pre 
specifically devised oOo! 

decedent’s surviving 
spouse, for which the Code allows a marital 
deduction, or (d) property lost during the 
settlement of the estate 


viously 


Third, the allowable credit 
portion of the total 
federal estate tax properly attributable t 
that part of the decedent’s estate which has 
already borne the Dominion 
duty, but in no event in an amount exceed 


amount of the 


may not exceed that 


successio! 


ing the total Dominion succession duty paid 
thereon. 


[The Dominion imposes succession duties 


only on belonging to a de 
ceased citizen or domiciliary of the United 
States as may be situate within Canada 
The Death Tax Convention lays down elab 
orate 


such property 


rules for ascertaining the situs of the 
most commonly encountered types of prop 
erty. For example, shares of stock, as wel 
porate bonds and debentures, are con 


deemed located at the 


place wher: 
I 


ompany 1s incorporated and partne1 
rest have their situs “at the plac 


incipally carried on.’ 


lp inte 


where its business 


The specificity of ules greatly ease 

interpretation < ipplication of the 

vention Tnfortunately, different ruls 

he credit prov! 

or for the purpos« 

liability of the es 

luties Be 

t result 

Conventio1 existence 
differences serv F ice t 
¢ , 


fulness of the 


while 


Convention 


] 


reduc 


mS) le rably 
broader credit 


Convention, 
de for the first time now provides for 
credit against the federal estate tax other 
wise payable by the 


estate of a deceased 
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citizen, “of any inheritance, legacy, 
taxes actually paid to any 
foreign country in respect of any property 
situated within such foreign country and 
included in the estate. ae 
credit, which is allowable if larger than the 
credit available 


estate, 
or succession 


RQTOSS 


death tax con- 


under any 
vention, may also be claimed by the estate 


of a subject or citizen of a foreign country 
which, in imposing such taxes, “allows a 
similar credit in the case of a citizen of the 
United States resident in such country.” 


The second and 


third limitations upon 
the credit 


allowable under the Convention 
applicable under the Code; the 
purpose of both credit provisions is the 
avoidance of double taxation 


are also 


But Conven- 
tion and Code provisions are not identical 


The credit under the Code is 


specifically confined to foreign death duties 
paid “in 


allowable 


respect of any property situated 


within such foreign country. ” Unfor- 


e situs rules laid down (in Part 
III) offer to 


erect the 


tunately tl 
) narrow a base upon which to 
bold superstructure contemplated 
new Code provisions. Until author- 
clarification has been achieved by 
through the administrative 

the skilled estate planner would do 

to confine his reliance on an estate tax 


' 


hat available 


nm or 


under the Convention 


All but two of the provincial governments 
Ontario and Quebec—have suspended the 
collection of succession duties in return for 
a specified share of total Dominion col- 

Where the same property is sub 
both to provincial and 
succession taxation, a 


lections. 


jected Dominion 


credit is available 
against the Dominion tax; this credit equals 
the Dominion tax multiplied by the lessor 
of two iractions: (1) one half; (2) the total 
provincial duties paid divided by the total 
duty. Imposition of provincial duties may 
decrease the tax on the estate of a 
nonresident decedent. 
tax will be 


thus 


The total Canadian 
increased because the credit 
igainst the Dominion duties does not equal 


he provincial tax 
on only 


And under the Conven 
Dominion taxes are available as 
a credit against the 
lowance 


federal estate tax; al 


of the credit under the 


more liberal in this respect 


Code, while 
, is subject to 
hazards inherent in the situs problem 

aa Re are, 


however, methods by wil 


an informed nonresident investor may avoid 
the Ontario znd Quebec succession’ duties, 


us effecting a net tax saving to his estate 


to levy a suc¢ ession tax 


m a decedent. 
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resident or nonresident, has been success 
fully limited to “property situate within the 
province.” The courts appear in essenc¢ 
to have settled upon the principle that situs 
is the place where the property can be ef 
fectively dealt with. The easiest case is 
that of real estate, which can be effectively 
dealt with only where actually located, the 
situs for successions tax purposes thus co 
inciding with the devolutionary situs rule. 


An intelligent mter vivos application of 
the rules will enable a nonresident of On 
tario and Quebec to arrange his investment 
so to avoid 
levied by those two provinces without seri- 
ously curtailing his freedom of investment 
rule to be 
Dominion, 


payment of succession duties 


choice. The first observed 1s 


that bonds of the provinces and 


municipalities of Canada, as well as all 
bonds issued under seal of representing in- 
debtedness created by statute, should neve: 
be physically located in either Ontario o1 
Quebec Negotiable instruments of all 
kinds, as well as common law specialties 
should never be physically located in eithe: 
Ontario or both kinds of 
documents acquire a provincial tax status 
where physically located. 
gage bonds should not be purchased if som« 


Quebec, since 


Real estate mort 


connection therewith 


formed in either 


act in must be pet 


Ontario and/or Quebe: 
If an account 
bank, a located elsewhere than i: 
Ontario or Quebec should be selected. Ih 
surance payable in 


likewise be 


should not 


is maintained in a Canadia1 
branch 


either province shoul 


avoided Finally, an investor 
transferabl 
only in the two provinces levying successio1 


duties 


purchase stocks 
If stock transferable in either prov 
ince is purchased, care should be taken that 
such ransferable in some 
other jurisdiction, either the United States 


provinces othe 


shares are also 


Canadian 
than Ontario or Que bec 


or one of the 


Providing for Employees 


‘Pensions and Pension Trusts—tTheir 
Tax Advantages and Disadvantages,”’ 
by Joseph Berman and Daniel S. Ber- 
man. Boston University Law Review, 
January, 1953. 


The authors are members of the New 
York bar. 


By special tax laws, Congress has sought 


to encourage the establishment of 
ment benefi: plans in commerce and industry 
generally 
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as early as the year 1926, the present tax 
advantages relating to pension benefits were 
firmly established by the Revenue Act of 
1942 


Under present tax laws the important 
features of qualified pension plans may be 


listed as follows: 


(1) The employer’s contributions are de- 
ductible from his taxable income 


(2) Income and profits 
th 


the trust are tax tree. 


accumulate: 


(3) Benefits payable to the employee are 
not includible in his taxable 
actually received by him. 


income until 


In order for a plan to qualify under the act 
of 1942, it must cover at least 70 per cent 
of the employees, must not discriminate by 
favoring officers, shareholders, executives, 

highly paid employees 
over the general laboring force and must 
be funded by either a trust or by annuities 
purchased by the employer. The plan need 
that the employee's 


unconditionally vest i 


key employees or 


not, however, provide 
rights thereunder 


him before his 


can still discriminate in favor of his 


retirement, The. employer 


paid executives, but in doit 

a separate pension plan 

qualify under Section 165 (a) of the 
Revenue Code and, therefore, it is not sus 
ceptible to the tax benefits of a qualified 
plan. The act of 1942 definitely limits the 
chances of discrimination by its standards 
for qualification, but 


these 


standards ar 


10t so strict as to preclude all benefits to 


executives and key personnel. 


In all cases where the employer has his 
pension plan enrolled under Section 165 (a), 
benefits, as aforementioned, is 
until such time as the 


actually receives payment. 


taxation of 
deferred employee 
There are four 
notable exceptions to this rule 


(1) If the plan provides life insurance, as 


well as retirement benefits, the premium 
payments are chargeable as taxable incom 
of the employee as payments are made 


(2) If the plan provides for contributions 
by both employee and employer, the contri 
butions of the former 
from his taxable 


are not deductible 


income 

(3) If the plan provides for d 
of an annuity contract with a cash surt 
value, rather than cash benefits, the 
value is not taxable income until the 
tract is surrendered. 


(4) Though a plan is not qualified undet 
Section 165 (a), if it was established prior 
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lf the employer's profit-sharing 
plan is to qualify under present 
tax laws, the amount of his 
contribution thereto must 

be clearly defined and formulated. 


to October 21, 1942, the effective date of 
the Revenue Act of 1942, and is funded 
by annuity contracts, neither the employee 
nor his beneficiary need pay income 
on the 


taxes 
benefits thereof until actual receipt, 
regardless of when the employee’s rights 
vest thereunder. 


The amount of benefits received under a 
qualified plan is treated as ordinary income, 
as is income 

i 


[rom annuities, except where 
all benefits are paid within a year after 
termination of employment. In the latte: 
instance, such payments are treated as long 
term capital gain if received from a qualified 
trust. Life 
ble income of the beneficiary under a qual 
ified plan 


insurance benefits are not tax 


Death benefits, excluding 


under 


those received 
an insurance policy, are subject to 
estate taxes only if the rights of the em- 
nonforfeitable at his death; sucl 
benefits are subject to gift taxes only if 
his rights are nonforfeitable at the 
uch benefits are established. 


plove e af®fe€ 
time 


There has been little adjudication as to 
the taxability of deferred wage plans undet 
the Revenue Act of 1942. What few cases 
there are tend to establish that benefits re 
ceived under deferred wage plans are not 
taxable when the rights thereto vest in the 
employee, rather only when such benefits 
(See, for 


CCH Dee 


tually received by him. 
William E. Freeman, 
14,320, 


‘ 4 TC 582 (1945).) 

In Hooker v. Hoey, 39-1 ustc § 9268, 27 
F. Supp. 489 (DC N, Y.), aff’d 107 F. (2d) 
1016 (CCA-2, 1939), and in Frederick J 
Wolfe, CCH Dec. 15,692, 8 TC 689 (1947), 


cases involving contracts to pay pensi 


are ac 


example, 


ns to 


employees, the respective courts held that 


the employees received no taxable income 
time their rights under the contracts 
vested and, further, 
ployees’ payments into the 
ductible their income, there 
being no cost basis to which to apply the 
normal 3 per cent tentative tax. 


at the 
became that the em- 


plan 


were de- 


from taxable 


However, 
where the employee’s interest under a pen- 
sion plan was vested, it was held that the 
total of such interest 


was taxable to the 
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employee. (See, for example, E. 7. Sproull, 


CCH Dec. 18,080, 16 TC 244 (1951).) 


It is important to distinguish between 
pension plans and profit-sharing plans. The 
pension plan primarily provides for payment 
of definitely determinable amounts to the 
retired employee, which amounts are meas- 
ured by term of service and amount of wages 
or salary received during such term. On 
the other hand, the profit-sharing plan pro- 
vides for participation by the employee in 
the profits of the employer, the extent of 
such participation being based on a definite 
predetermined formula. 


If the employer wishes his profit-sharing 
plan to qualify under present tax laws, the 
amount of his contribution thereto 
be clearly defined and formulated. 


must 


Where there is a great variety of employee 
categories, such as in large businesses, sound 
personnel policy often makes it desirable to 
offer different incentives to different em- 
ployee categories. The law is very accom- 
modating in this respect since it affords the 
employer a variety of employee benefit plans 
from which he may select those best suited 
for his particular employee categories. 


\ “qualifying trust” is one which complies 
with all the statutory requirements; it is 
a flexible plan and its tax advantages are 
most notable. No plan will qualify unless 
it is applied generally to include nearly all 
employees. While the tax laws neither im 
minimum requirements to estab 
lish the trust, nor require a continuity of 
contributions, they do favor workable trusts 
which embody the social goals and at the 
same time are contemplated as “ 


pose any 


permanent” 
institutions. The law also makes allowances 
for changes caused by actual business n¢ 


cessity. 


The Pension Trust Section of the Bureau 
of Internal Revenue reviews rulings on the 
qualification of employee trusts and similar 
or related plans under Section 165 (a); it 
has authority to rule on industry-wide pen- 
sion plans, plans of international organizations 
and plans of organizations which are wholly 
or in part of a national character; it also 
assists taxpayers in complying with tech- 
nical and procedural requirements relating 
to pension and profit-sharing plans. 


\ stockholder-employee can become a 
beneficiary under one of the privileged de 
ferred compensation plans while a working 
partner cannot. This privilege may repre- 


sent substantial long-range 


tax saving fea- 
tures which are not immediately recognizable 
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Qualification requirements for pension plans 
have not been strictly enforced by the Bureau 
so that most plans embodied in union con- 
tracts are able to qualify as approved plans. 
This practice is beneficial to the employer 
who thereby gains a tax deduction. 

The take cog 
nizance of the tax problems peculiar to 
union-sponsored pension plans, but the Com 
missioner has removed some of the technical 
difficulties with the aim of reconciling such 
plans with the strict requirements of the law 
and the regulations pertaining thereto. Where 
the Commissioner approves a plan with full 
knowledge of the details of actual operation, 
neither he nor his may there- 
after revoke such approval retroactively. 


new tax law does not 


successors 


Recently a number of new plans have 
been introduced such as the Toledo Area 
Pension Plan. This is a joint pension plan 
established by several independent employ- 
ers who are in the same type of business. 
However, conditions in business are rarely 
so similar as to make joint pension plan- 
ning attractive 

Employee pension and profit-sharing plans 
fall into two classes. The first class involves 
those in which a trust is created, with the 
trustee investing the contributions of the 
employer and the employees. The second 
class covers plans insured with a life insurance 
company, usually under a group annuity 
policy without the intervention of a trustee. 
We have, therefore, two types of arrange- 
ments, either with or without trustees, with 
a great flexibility existing as to the types 
of benefits available to participants and the 
manner of payment of benefits. 


The Code and pertinent regulations set 
up basic rules for the taxing of these benefits 
which may be summarized as follows: (1) 
No tax is imposed until benefits are dis 
tributed or made available to recipients, 
except that the cost paid for life insurance 
on individual policies is taxed to the em- 
ployee yearly; and (2) when the benefits 
are distributed or made available to recip- 
ients, the periodic payments are taxed as 
annuity payments and lump-sum payments 
are taxed as long-term gains. 

The options provided by life insurance 
gontracts are often exercisable by the per- 
son designated by the beneficiary. One op- 
tion provides the taking of the amount due 
in a fixed number of installment payments. 
The total payments, because of the earnings 
of the policy, will exceed the amount that 
would be payable in a lump sum on death 
of the insured. When such option is exer- 
cised by the beneficiary, present regulations 
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permit the amount which would have been 
paid immediately, upon the death of the 
insured to be taken tax free. The excess is 
includible in the recipient’s taxable income. 


‘“Deductibility of Employer Contributions 
to Employee-Benefit Plans." 
Law Review, January, 1953. 


Minnesota 


Since 1921 employers have been allowed 
immediate deductions from gross income 
for contributions to qualified pension and 
profit-sharing trusts, while the employee- 
beneficiaries have not been taxed until dis- 
tribution of the funds contributed. Especially 
during years of high corporate taxation, this 
permits the employer to shift much of the 
burden of funding employee-benefit plans 
to the federal government. Until 1942 an 
employee-benefit plan was entitled to these 
tax advantages if it was “for the exclusive 
benefit of some or all of [the] employees,” 
and deductible contributions were limited 
in amount only by the requirement that 
when added to the regular salary of the 
beneficiary, the total could not exceed rea- 
sonable compensation for the services rendered. 
Thus arose the practice of establishing 
generous tax exempt employee-benefit pro- 
grams for executive level personnel 


These abuses were corrected by enactment 
of the Revenue Act of 1942. At present, a 
benefit plan must satisfy the antidiscrimi- 
nation provisions of Internal Revenue Code 
Section 165 (a), and the contributions must 
be within the maximums permitted by Sec- 
tion 23 (p) and must qualify as ordinary 
and necessary expenses within the terms 
of Section 23 (a). 


In 1942, Section 165 (a) was 
amended so as to require that a qualified 
plan benefit at least either (1) 70 per cent 
of the taxpayer’s employees, or (2) 80 per 
cent of the class of all employees may be 
excluded, or (3) a classification which in 
the judgment of the Commissioner does 
not discriminate in favor of officers, share- 
holders, supervisory employees or the highly 
paid. The last alternative was included to 
permit exclusion of large classes of em- 
ployees, such as those whose total wages 
are subject to social security taxes and 
whose position is such that there is good 
reason for denying them the benefits of 
the plan. 


Code 


Since shareholder-employees may still 
participate in benefit plans, the problem is 
the extent to which they may benefit before 
fatal discrimination will be found, To clarify 
this problem the Treasury Department an- 
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nounced that a plan would generally not be 
considered discriminatory if not more than 
30 per cent of the employer contributions 
were for the benefit of employees each of 
whom held 10 per cent or more of the stock 

the employer. Subsequently, however, 
the Tax Court permitted a plan to qualify 
under Section 165 (a) although more than 
50 per cent of the contributions were for the 
benefit of the only two stockholders of the em- 
ployer. (Volckening Inc., 13 TC 723 (1949).) 


Benefits under an employee-benefit plan 
may vary in proportion to the total com- 
pensation paid to the employee, and dis- 
qualification based on discrimination in favor 
of the highly paid will result only if the 
ratio of benefits to total compensation is 
greater for any group of employees than 
for another less highly paid group. In- 
creased benefits may be awarded employees 
for length of service, provided the result 
does not discriminate in favor of the highly 
paid. However, since long periods of serv- 

e often lead to pay increases, the group 
benefiting from the use of years-of-service 
factor will usually contain a disproportionate 
number of the highly paid. Thus, the effect 
of such a factor could well be a distortion 
of the benefits-compensation ratio in favor of 
the highly paid. In fact, with the passage 
of time a qualified plan could well be dis- 
qualified if many of the employees covered 
remained to take advantage of the years-of- 
service factor while their total compensation 
was increasing. To avoid this anomaly it 
would seem better to redefine “discrimina- 
tion” in this area so that it would not exist 
if all employees having equal periods of serv- 
tce receive plan benefits constituting equal 
proportions of their total compensation. 

In determining the existence of discrimi- 
nation in favor of the highly paid, benefits 
to which an employee will be entitled under 
government retirement programs and under 
the private plans are to be considered to- 
gether to arrive at the ratio between benefits 
and total compensation for any wage group. 
\ comparison will be made not only be- 
tween the amounts of periodic pension pay- 
ments, but also between the values of the 
total anticipated payments—periodic pay- 
ments multiplied by the years of life ex- 
pectancy of the employees. 

The discrimination problem also may arise 
when an employee-benefit plan is termi- 


nated soon after its inception. Should the 
plan be abandoned after a short period of 
operation, the employees whose benefits have 
been rapidly funded would receive much 
larger benefits in relation to their total com 
pensation than those whose benefits would 
have been funded over a long period of 
employment. 


To aid in the solution of this problem 
the Treasury Department has prescribed 
certain limits for employer contributions 
that it will find “generally acceptable” to 
preclude the possibility of discrimination 
on termination, if at all times the full current 
costs of the plan have been met. (Mim. 
5717, 1944 CB 321.) 


“ 


Business necessity” as an acceptable rea- 
son for the termination or modification of 
a benefit plan generally consists of such 
circumstances as unforeseeable business condi- 
tions that preclude the expenditures to sup- 
port the plan. (E. R. Wagner Manufacturing 
Company, 18 TC —, No. 76.) A bona fide sale 
of the business of the employer to a buyer 
that has its own benefit plan or, being with- 
out one, does not wish to extend a plan to 
all its employees justifies termination of 
the plan without reference to “business ne- 
cessity.” Changes of circumstances that 
render a plan less advantageous to manage- 
ment are generally not acceptable. 

While Congress has provided that an 
exempt benefit plan must be for the exclu- 
sive benefit of the employees or their bene- 
ficiaries, the whole tenor of the provision, 
as evidenced by the fact that it is devoted 
almost completely to preventing discrimina- 
tory distribution of funds, indicates that 
this requirement must refer to benefits in 
the form of payments from the plan. If the 
tax advantages realized by the employer 
constitute “benefits” within the terms of this 
restriction, obviously no plan qualifies for 
the exemption. A maximization of these 
tax advantages should not affect their nature 
as benefits to the employer. Consistent 
with this reasoning, Congress has made no 
provision respecting the permanence of a 
profit-sharing plan or the adherence to a 
contributions formula. Though there is 
value in encouraging the use of permanent 
benefit programs, the Treasury Department 
requirements of permanency seem incon- 
sistent with the intent of Congress. 


“Generalities about statutory construction help us little. They are 


not rules of law but merely axioms of experience."’—Mr. Justice Frankfurter, 
in U. S. v. Universal C. I. T. Credit Corporation, 73 S$. Ct. 227 (1952). 


Articles 





Excluding a Stranger .. . 
Scholarly Trip .. . 


Production of Tax Returns 


Canadian Tax Letter 


Justice More Important 
Than Revenue 


Tax returns are not secret state docu- 
ments. 


In the interests of justice, a Director of 
Taxation may be required to testify and to 
produce income tax returns in the trial of a 
charged with a criminal offense. 
Although there may be a conflict between 
two departments of state, the “cases establish 
the principle that where public interests con- 
flict that which is paramount must prevail. 
That being so it is my view that the due 
administration of public justice is paramount 
to the collection of Crown revenue. 

The same reasoning it seems to me would 
apply should an accused person desire the 
production of returns for the purpose of 
proving his innocence. In my opinion 
it is in the public interest that the life and 
liberty of an innocent person should not be 
unjustly imperilled.” Neither of the income 
tax acts give the Minister the right to refuse, 
although “it is within the power of Par- 
liament by the use of apt language to clothe 
the Minister with the jurisdiction he now 
seeks to exercise.’—The Queen v. Snider, 


aa are weoten Gt, B..(.}; 


person 


Good Motives Prevail 


Sale of land to keep it within the family 
is not a business sale. 


The owner of land, when he died, left to 
the members of his family a farm to hold in 
equal shares. Before final distribution of the 
estate, one member sold her interest to an 
outsider. The owner’s son, an executor of 
the estate, and his sisters, the other members 
of the family, desired to prevent the outsider 
from becoming an owner of the farm; accord- 
ingly, the son, as executor, sold the farm to 
a friend of the family and then personally 
repurchased it for the same amount. After- 
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wards, he sold it in lots, sharing the profits 
with his sisters in accordance with a prior 
agreement. The Minister contended that 
these profits were taxable to the son as in- 
come derived from a venture entered into 
for profit-making, but this contention was 
denied. Although the son became the legal 
owner of the farm, he acted as if the farm 
belonged to his sisters and himself; in effect, 
it was as if the lots had been sold by the 
estate and the profits divided among the 
legatees. The profits were, therefore, capital 
gain.—Ferland v. Minister of National Rez 
enue, 53 DTC 71 


Knowledge Is a Capital Asset 


Expense of learning is not deductible. 


In 1949, a builder journeyed to Europe, 
visiting various countries for the purpose, 
as he stated, of acquiring information on 
building methods and designs. On 
turn, he claimed as deductible expenses 
$2,200 out of a total of $5,682.04 expended. 
He stated that he had benefited 
from the observations made abroad, and 
that besides gathering new ideas on build 
ing technique, he had also learned to abstain 
from doing things ordinarily considered 
good practice by builders. However, the 
deductions were disallowed since there was 
no difference between what he had done and 
“the taking of a post graduate course at a 
foreign 


his re- 


] 
greatly 


university by, say, a professional 
architect. In the latter case, whatever in 
formation he gleaned would become part 
of the asset, for such it is, which he already 
by virtue of academic and 
practical training as an architect. . . . Ap 
pellant merely added to the _ building 
knowledge that he already had.” The ac- 
quisition of such knowledge, per se, gained 
him nothing. It would be his subsequent 
application of it, when circumstances were 
favorable thereto, that might result in gain- 
ing or producing income.—Leigh v. Minister 
of National Revenue, 53 DTC 78. 
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From 
the Reader 


Acq. and Non-acq. 


Depreciation Dilemma 


SIR 


Internal Revenue in its 
administration of the 


of the 


income tax 


sections 
Internal Revenue Code has allowed 
a situation to develop in respect to depre 
ciation which I think should be given a 
great deal of consideration by both Bureau 
officials and tax practitioners 


Section 23 (L) of the Code provides, in 


part, fo reasonable allowance for the 


exhaustion, wear and tear (including a rea 


sonable alloy n¢ for obsolence) 


“(i) © 
business, or 


property used in the trade o1 


“(2) of property held f the production 


of income.” 


This section of the Code has been subyje ct 


to broad interpretation, since it provides 


a depreciation deduction 


the authority for 
will suffer an ec¢ 


result of the 


(assuming the claimant 


nomic loss as a decrease in 


value of the property due to the deprecia 
mn), but does not of necessity provide any 

d rates for computing the deduction 
attempting to alleviate this situation, the 
“au has published and distributed “Bul 

’’ which is a table of average rates for 

the various categories of assets which ar 
subject to depreciation. The rates pre 


vided for in “Bulletin F” estimated 
only as 


not bind either 


ne taxpayer. 


re to used 


In view the foregoing, it is only natural 


that there should be a great deal of con 


troversy between examining officers of the 


Bureau on one side and taxpayers and 
their counsel on the other side, relating to 
the correctness of the depreciation deduc 
tion claimed by the taxpayer. 


The field 


naturally are 


agents of the Bureau 
examining back 


quite 


years and 


Acq. and Non-acq. 


since a depreciation allowance affects 
eral years, any change either in the allowed 


rates or in the 


sev- 


basis of the 


affect 


asset subject to 
future The 
practitioner finds 
when a change is made by the 
the depreciation allowance, can 


i illustrated by the 


depreciation, will years. 


dilemma which the tax 
himself in, 
Bureau 

| 

| 


following example 


\n examining June of 
returns for the calendar 
1950 and changes the 
worth of 


officer in 1952 
examines a taxpayer’ 
years 1948, 1949 and 
$10,000 


the claimed rate of 20 


ta 
] 
rate on equipment from 
per cent (five years) 
to 10 per cent (ten years). The 1951 return 
of the taxpayer has already been filed, using 


the 2 per 


| cent 


rate and if the change in 
rates is agreed to by the taxpayer, the 1951 
return is obviously incorrect and should be 
amended In this instance, no particular 
presented other than the 
amending the 1951 return, 
1951 return will result 


against the taxpayer 


problem 1s neces 


sity tor since 
the amending of the 
in a deficiency which 
he can pay without inviting an examination 
of the 195] return. On the other hand, how 
ever, during the years 1948, 
1949 and 1950, the examining officer dis 
allowed certain 


suppose that 
deductions for repairs to 
theory that they 
of capital expenditures 


depreciable assets on the 
were in the nature 
and as such were not expensible but subject 
to cde preciation themselves 
1951 return, depreci 
only considered, will result in a refund 
taxpayer in 1951. 


In this instance 
‘ 

the amending of the 
ation 


for the 


The hitch comes 
in that the claim for refund will almost always 
result in a field examination of the vear 
refund is claimed. If the 
return is amended, a refund 
filed field examination is made 
another deficiency may be assessed against 
the client 
files a 


which the 


claim for 
and a 


Woe to the tax practitioner who 
claim fot that results in ; 
The adequate safeguar¢ 
against the assessment of another deficiency 


made of the 1951 r« rn 


refund 


i 
deficiency. only l 


is that an audit be 
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before the claim for refund is filed. In 
many instances, the cost of the audit may 
exceed the amount of the refund. If, on 
the contrary, the refund is not 
filed under the “allowed or allowable” pro- 
viso of the depreciation section, the tax- 
payer is still charged with the depreciation, 
even though he 
benefit from it. 


claim for 


Inay have received no 


The solution to this dilemma is that the 
3ureau adopt a policy of automatically ex- 
amining, either by field 
office audit, those returns of a 
which are affected by 
prior years’ examination 


examination or1 
taxpayel 


changes made 


This procedure would result, I believe, 
in better administration of the tax laws not 
only from the taxpayers’ point of view, but 
would allow 
stantial 
otherwise be collected. 


WILLIAM F 
WILLIAMSON, WEST VIRGINIA 


the Bureau to recover a sub- 


amount of taxes that would not 


BLACKBURN, JR 


Insurance Inequities 
SIR 


logical. 
Nevertheless, an officer of one of 


Tax law does not have to be 
Granted! 
our corporate clients (the writer is a mem- 
ber of the firm of Touche, Niven, Bailey & 
Smart, certified public accountants) recently 
advanced a theory as to income tax deduc- 
tions which contains a good deal of common 


sense 


NOT JUST A MATTER OF FORM 


To be contrasted with over-ceiling 


payments for goods are wage pay 
schedules which 


been approved; while the former are 


ments and have no 
generally deductible expenses, the lat 


ter are not. In fact, not only 


, may the 
authorized 
not be deductible, but the total wages 


may be disallowed. 


wages in excess of thos¢ 
Extenuating cir 
cumstances 
but they 


example, 


may reduce 
will not 


the penalty, 
For 


was 


eliminate it. 
a new employer 
unaware of the 


who 
regulations, sought 
approval—which was later granted—of 
the excess amounts when he discov- 
ered his error. Again, as a result of 
union and em- 
ployer, certain wage schedules which 
had been almost 


put into effect 


bargaining between 


agreed upon, were 


, “ ” 
they were necessary 


April, 


1933 © 


If payments for accident or health insur 
ance or group hospitalization and clinical 
care are includible as medical expenses un- 
der the regulations, why should not pay- 
ments for various types of casualty insurance, 
such as fire, automobile, etc., be deductible 
under Section 23 (e)? The f 
insurance seem basically the same from an 


two types of 
income tax viewpoint. The premiums on 
both types of policies are paid in order to 
eliminate the possibility of having to pay 
out substantial deductible losses at a future 
date 


If the risk right, the 
premiums on casualty polices should equal 
the total losses sustained by policy holders 


computations are 


plus loading. Thus, in effect, the premiums 
on insurance policies are, over all, merely a 


substitute for casualty losses. 


Many high tax brackets 
have realized this apparently arbitrary dis- 
tinction and have discontinued carrying col- 
lision insurance on their automobiles, on 
the theory that Uncle Sam will share 70 or 
80 per cent of the loss, if any is sustained, 
but will not share the insurance premiums 
There has also been recent talk about high 
bracket individuals discontinuing the carry 
ing of fire insurance on their homes on 
somewhat the same theory. There are prob- 
ably some bad economic and social implica- 
tions in this failure to carry insurance, and 
this may be a subject which needs legisla 
tion or at least regulations. 


individuals in 


Durwoop L. ALKIRE 


SEATTLE, WASHINGTON 


for operating 
withdrawn 


purposes; they wer 
that 
bot! 


cases, the usual and general policy of 


1 


when it was 


earned 
ari 1 


they constituted violations. In 


disallowing an amount 
to that portion of the 
were in 


at least equal 
wages which 
excess of the permissible 
amounts was followed by the National 
Failure t« 


within the 


Enforcement Commission 


file a wage schedule time 


prescribed, although not a direct con- 
travention, was still 


a basis for a tax 


disallowance. Some 


sanction upon the 
employer was necessary, even thoug! 
secured approval. In this 
case, however, only 1 per cent of the 
total wages was certified for disallow- 
ance (with a minimum of $250). (See 
CCH EMercency Lapor LAw 


{ 14,517-14,518 and 14,508.) 


he later 


REPORTS 
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Tax-Wise 


Meetings of Tax Men 


Federal Tax Forum, Inc.—On Thursday, 
April 16, 1953, the Federal Tax Forum, Inc., 
will celebrate its Seventh Annual State Tax 
Dinner, at the Hotel Roosevelt, New York 
City. The Hon. Eugene Shaw, Commis 
sioner of Revenue, North Carolina, and presi 
National 


\dministrators, will be 


of the Association of Tax 


the guest speaker. 
l.eading tax officials from the states of New 
rk, New Jersey, Pennsylvania, Connecti- 

Rhode 


sent 


Island and Massachusetts will be 


Tickets for the meeting may be ob 
i 14 


tained OY adar»re 


1 
t 


Ssing ft 


! e secretary of the 
yum, Miss Eugenia Reynolds, 902 Broad- 


New York 10, New York. 


scription is $10 per person 


way 


The sub- 


Pennsylvania Tax Institute—The Penn 
sylvania Tax Institute is sponsoring the 
Annual Tax Institute, to be held May 17 to 


), at State College, Pennsylvania. The tax 
to Use 


day Tax Prac- 


hich 


Tax Deci- 
“very 
sessions, in 

iders in the field 
participate, will f¢ ature disc 

“What's New in 


ranization oO! 


Business Tax 
the Bureau 
Revenue.” For information 


Mary Fleming, Central Exte: 


State College, Pennsylvania 


Twenty-five Years Ago 


ist month we carried a 25-years-ag¢ 


1 1 
stor in wnicl Coneress 


was reported as 
] 


keeping a watchful eye over the activities of 


department. 


‘ ‘ 


( 1dministrative 


That inter 
departmental control is a two-way street is 
lustrated by a story appearing in the April, 
1928 issue of TAXEs 


T} 


That story related that ‘Treasury 


retary Mellon was going to permit Con- 


¢ 


while 


o reduce taxes, he was not going along 


Tax-Wise 


Taxes... 


Tax People... 
Things Taxed... 


to the full extent of a $289 million cut pro- 
posed in a House bill. Although collections 
on income tax returns due on March 15 were 
more satisfactory than had been expected, 
appropriations by Congress had been in ex 
cess of budget estimates. Consequently, the 
Treasury Secretary was said to be opposed 
to a revenue reduction of more than $225 
million and it was reported that President 
Coolidge would any tax bill 
would jeopardize a balanced budget. 


veto which 


Evidently as much or more concern was 
given to a balanced budget in those days 
when the total federal debt averaged $16.2 
billion as is given today when the debt is 
over 15 times greater, $259.1 billion as of 
June 30, 1952 


Our Cover 


Our increased at a 


national income has 
tremendous rate in the last 20 
kept 


cover we are 


years ani 


taxes have However, on 


pact 


using the figures of 


13 years There is no particular signifi 
taking thes« 
unless it be that the artist 
liked the up-sweep of the curve for that 
period more than that of a longer period 
When one of our 1952 covers showed fed 
eral and total taxes as a part of the 


inc mec, 


cance to be assigned to our 


particular years- 


national 
called by readers 


show the 


were some 


for failing to increase in pe! 


centages. This time we have both figures 


Ty ' 
il 


1e national income stands at 


— 
1939—$ 72 


5 billion 
1949— 216.3 billior 
1950— 239.2 billion 
1951— 277.7 billion 
1952— 291.2 billion 
All except the last figure is taken from 
The Handbook of Basic Economic Statistics, 


and it comes from The Economic Report of 
the President, Januar v, 1953 
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Federal taxes for these 


follows: 


vears are as 


1939—$ 5.1 billion 
1949— 38.2 billion 
1950— 37 billion 
1951— 48.1 billion 
1952— 62.1 billion 
These figures come from the Report of 
the Secretary of the Treasury, 1952. 
The figures for “all taxes” 


Facts and Figures on 
1952-1953, 


are taken from 
Government 


published by The 


Finance, 
Tax Foun- 
dation 

1939 


1949- 
1950— 


~$12,382 million 
50,441 million 
51,009 million 
1951— 63,55 


1952 


million 
78,888 millio1 


ABA Asks Reinstitution 
of Voluntary Disclosure Policy 


Should the Bureau reinstitute a voluntary 
disclosure 


policy in tax fraud cases? 


\ resolution advocating such a course has 
been adopted by the Council of the Section 
of Taxation of the 
tion 


Bar Associa- 
Charles W. 


Bureau, 


American 
and a letter to 
Davis, Chief Counsel of the 
forth the tax 


recent 
sets 
section’s position on the 
feasibility of such reinstitution. 

\ Bureau policy « 


evaders 


clemency for tax 


who their tax 


disclose 


Chief 


voluntarily 
was said by former: 
Charles Oliphant to hi 
1919. The 
contained an address by J. 
Chief 


sins 


Counsel 
ive been in effect 
June, 1947 issue of TAXES 
P, Wenchel, then 
officially 
was followed by 

Official use of the 
until 
dropped 
the hearings before the King subcommittee 
of the House Ways and 
that the policy 


enforce fairly and efficiently. 


since 
which it was 
stated that such a policy 
the Bureau 


Counsel, in 


policy was 
January 10, 1952, when it 
following 


continued 
was disclosures during 


Means Committee 


+ 


was almost impossible to 


Considerable thought exists that 
policy should be reinstituted. 
The King subcommittee, itself, in its 


report said that it “believes that it is in 
accord with the American system of justice 


such a 


that there should always be an inducement 
for an undetected, conscience-stricken of 
fender to right past 
taxes, interest, 
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and penalties in full. 


paying 


April, 


1733 © 


The tax section’s letter to Mr. Davis, 
written by Seymour S. Mintz, chairman of 
fhe section’s Committee on Procedure in 
Fraud Cases, states the argument for re- 
urning the policy to use: “If the authorities 
would announce such a policy, accompanied 
by definite standards [t]he Govern- 
ment might collect substantial amounts in 
taxes, civil penalties and interest from tax- 
payers who now fear that voluntary disclosure 
by them would result in their imprisonment. 
In the absence of a voluntary disclosure, 
many of these 


taxpayers never will be 


caught in the enforcement net.” 
The letter 


that 


made note of 
determining 


the problems 
what constitutes 
a voluntary disclosure, but said that some 
of them could be avoided by the “adoption 
of the requirement that the disclosure be 
in writing, and be sent by registered mail 
(or be 


arise in 


handed, in exchange for a receipt) 
to an officer specifically designated for such 
purpose within each district. 

“The difficult task,” wrote Mr. 
Mintz, “is to isolate the cut-off event which 
will prevent 
The following are the events from which, 
it has been from time to time suggested, 

might choose the one whose 
will terminate the 
to make a voluntary 


more 


acceptance of the disclosure. 


the Treasury 
occurrence 
right 


taxpayer's 
disclosure: 


routine of 
otherwise) of taxpayer’s case for examinatior 


“1. Assignment (whether 


“9 


Commencement of such examination 


“3. Commencement of examination of 
taxpayer's case, or of some other taxpayer’s 


under circumstances which reasonab] 
might lead to 


fraud. 


case 
discovery of the taxpayer’s 

“4. Rece Ipt by the 
knowledge (or 


taxpayer 
believe ) 
return is in fact being investigated 


reason to 


“oc 


5. Receipt by the 
from the Bureau 
investigation. 


taxpayer of 
that his 


notice 


return is under 


“6. Receipt by the 
1 
knowledge (or 


taxpayer of actual 
that his 
fraud 


believe) 
investigated for 


reason to 


return is being 


“7. Receipt by the taxpayer of notice fro 
the Bureau that his return is being 


gated for fraud 

“8. A test for timeliness, 
one part being entirely objective, such as 
1, 2, or 3, above, the other part being sub- 
jective. The disclosure would be 


investi 


combination 


accepted 
if the objective test was satisfied. If such 


test were not satisfied, the taxpayer never 
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theless could attempt to 
Bureau’s satisfaction that he submitted his 
disclosure without actual or constructive knowl- 
edge of the imminence of an investigation. 


“9. Filing by the Bureau of notice of both 
routine and fraud investigations with a 
officer (either inside but prefer- 
outside the Treasury) to which the 
taxpayer would address his sealed 


separate 
ably 
disclo- 
sure, to be opened only if investigation had 
not begun, and with the 
investigation 


further proviso 
had begun the 
separate office would make no report to the 


that if an 


enforcement officials respecting taxpayer's 
inquiry, so that such inquiry could not have 


the effect of turning an otherwise routine 


case into a fraud investigation 


Further clarifying the procedure unde: 
letter said: “To 


system by taxpayers who, 


ninth alternative, the 
avoid abuse of the 
knowing that an investigation is under way 
or imminent, nevertheless attempt to make 
a disclosure, there could be provided a wait 


say, 30, 45, or 60 days afte: 


disclosure reaches the separate 


vould open and thereby a 


he taxpayer’s name did n¢ 


investigation list in su 


t that of the 
last two and 


are deserving of 


nine alterna 
possibly one or 
further 


stud. 


may be 


the S¢ deve loped one 

administered. 
alternative in 
as to when an 
ve deemed to have be 
gun, the letter said that “[w]hat measurins 

int the T 


successfully 


that each 


( hooses, howe ver, 
as rtant < > establishment 


1 


. , 
noice 


taqnt, ' } ‘ ; ¢ > 
t \ {ting Ol rl 


Tax Savings Reward Vigilance 
over Compensation Claims 


Experience rating rewards the employer 


f { 


who enjoys a steady employment record— 


keeps layoffs down, spreads work, levels out 


iks and valleys. This reward is a re- 
i for the employer who qualifies 


in the tax 
many states as a 
le benefit 


payment to one 


ex-employee, would cost the employer with 
a $300,000 annual payroll $600 in one year. 


\n employer will not attempt to reduce 


his unemployment tax by harassing legiti- 
mate benefit claimants 


Most 
| 


laid off will not misrepresent the 
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workers when 
facts. But, 


establish to the 


there is a natural tendency for a claimant 
to weigh the facts in his or her favor. For 
instance, a stenographer who was fired be- 
cause of poor spelling would find it difficult 
to give the true reason for discharge when 
registering for other employment. Although 
there be no fraudulent intent, ignorance of 
the law alone may result in claims that do 
not comply with the letter and spirit of 
the law. 


Unemployment compensation is controlled 
by the laws of 51 jurisdictions, many of 
them widely different. Some 


rulings in the states are 


Variations in 
as follows 

Two women quit to be married and claimed 
compensation. Pennsylvania ruled there was 
no legal obligation to be married, and ben- 
efits held 


the job, and 


were denied. Kansas marriage 


was good cause for leaving 


awarded benefits 


New York 


1 
travel 


drew a line between 


} 
rulings 


time to new jobs offered 


discharged persons, In one case, two hours 


was a good cause for 
fusal to take offe 
benefits. 


nied on the grounds that an hour and 


each way a man’s ré 
red work, and he was given 
In another case, benefits were d« 
a hali 
not unreasonable. Cal 

to a worker retusing 

hour travel time job; Florida denied 
in similar circumstances for only 
nours of 


two 


travel time. 


Missouri made a fine distinction between 
ind flood whi 


c, One, unable to get to his job because 


ch kept employees from 


1 
VOT} 


winter storm, was benefits 
misconduct 


a flood, was denied 


ot a awarded 


because his absence 
Another, 


benefits becaus: not 


was not 


available for 
work during 


Connecticut distinguished between 


men, each of whom had a beer. A 


two 
truck 
visit, 
a ruling that the company 


driver, dismissed because of a tavern 
won benefits on 
had tolerated drinking previously. However 
a bus drive 


1 
ti 


the line 


who had a beer at the end of 


was denied benefits because he 


violated a company rule 


\ ‘ » experience effect 
Tl | is 3 per ce nt 


paid to the 


rating can 
yn payrolls Taxes 
be credited against the 
cent. Che 
cent of the 


that the 


States can 
federal tax up to 90 
standard state rate is 90 


» 


tederal rate, or / per cent, 


entit 


umount paid to a state 


federal tax 


may be credited against the 


The federal g addi- 


amount of the reduction 


vernment allows an 


tional credit for the 


in the state tax herefore, a firm with a 
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favorable experience rating pays the state 
its reduced tax, takes full credit of 90 per 
cent of the federal tax and pays the federal 
government only the top 10 per cent 


Tax Incentive 


One way to produce more is to tax less, 
and strange as it may seem, the govern- 
ment’s gross revenue will increase. This is 
the gist of an incentive tax plan proposed 
by J. H. Landman, a New York City attorney. 


“When initiative is frustrated, 
our national economic life suffers and with 
it democracy is challenged. A _ country 
afflicted with economic, political and social 
distress is rife for the spread of communism. 
Encouraged human initiative is the crux of 
our way of life. We must not curtail it.” 

Mr. Landman’s suggestion is simple of 
application and does little violence to our 
present tax structure. He suggests that the 
government offer all taxpayers a tax rate 
cut if their annual exceed the 
moving average earnings of their last four 
years. ‘The plan could prevent our federal 
tax structure from destroying our incentives 
to do business 


business 


earnings 


Pension Plan Guide 


In the years following the adoption of 
the policy of granting an income tax exemp- 
tion to employees’ trusts which are part of 
stock bonus, pension or profit-sharing plans, 
questions by planners regarding qualifica- 
tion were settled by a number of rulings 
which were issued from time to time. Now 
a qualification guide has been issued which 
sets forth the rules that have been developed 
and codifies a number of the various Bureau 
of Internal Revenue individual releases. 
Since the guide follows the regulations closely, 
we are summarizing it here: 


Discrimination in favor of one group of 


employees over another in any way will 


render the plan ineligible for tax exemption. 
The income tax exemption stems, of course, 
from meeting the 


165 (a) of the 


requirements of 
Internal 


Section 
Revenue Code. A 
trust to be exempt must be part of a stock 
bonus, pension or profit-sharing plan estab- 
lished by an employer for his employees 
Any which is primarily a dismissal 
wage plan will not qualify. 


plan 


The plan must be for the exclusive benefit 
of the employees or their beneficiaries. Con- 


sequently, partners are not eligible to par- 
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ticipate in a plan since they are employers. 
There is no objection to attorneys or other 
professional people and insurance agents 
being eligible to participate in the plan if 
they meet the test of “employee.” Stock- 
holders who are bona fide employees may 
participate in the plan to the same extent 
as other employees. However, the plan will 
be scrutinized for any kind of devices which 
are a cover-up for a transfer of profits. 


Employees must have the right to desig- 
nate their own beneficiaries without restric 
tions or advice of advisory committees. The 
plan, however, may provide that, in the 
absence of a designation by the employee, 
payment in the event of death will be made 
to certain stated beneficiaries, in order of 
priority, such as, spouse, children, parents, 
brothers and sisters, or to the estate of the 
deceased. A plan, however, may provide 
that amounts allocated to an employee and 
standing to his credit at the time of his 
death shall be paid to his estate. In suc} 
case the right of designation of a beneficiary 
is reserved to the employee since he can 
name a beneficiary by will with respect to 
such credit. 


Any acceptable plan must be a permanent 
and a continuing program. A plan which is 
set up during years of high tax rates and is 
abandoned without a valid business reason 
when profits fall off is not eligible for tax 
exemption. Also, especially in the case of 
a pension plan under which benefits are 
funded for employees, in whose favor dis- 
crimination is prohibited, at a higher rate than 
for other employees, if the plan is dis 
continued before ample provision for com- 
parable benefits is made for such other 
employees it will be deemed, from its ince] 
tion, not to have been a bona fide program 
for the exclusive benefit of employees in 
general. 

The plan must be a formal plan—that 
one evidenced by executed written documents 
which set forth the terms of the plan—and it 
must be communicated to the employees. The 
most effective way of doing this is to furnish 
each employee with a copy of the plan, but, 
where this is not feasible, various substitutes 
which still communicate the salient features 
may be used for a period—for example, a 
booklet may summarize a plan or a notice 
may be posted on the bulletin board stating 
that a plan has been established, and setting 
forth the type, the eligibility requirements, 
a synopsis of all benefits, whether employees 
are to contribute and, if so, the amount of 
contributions, vesting provisions, and, if a 
profit-sharing or stock bonus plan, the em 
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ployer contribution commitment, and a state- 
ment that a copy of the complete plan may 
be inspected at a designated place on the 
company’s premises during specified times. 


A plan which is intended to qualify for tax 
exemption must not discriminate in contri- 
butions or benefits in favor of officers, share- 
holders, supervisors or highly compensated 
employees as against other employees either 
within or without the plan. 
a profit-sharing plan 


For example, 
which provides em- 
ployer allocations of 20 per cent of compen- 
sation for participants who are within a 
group in whose favor discrimination is pro- 
hibited, and only 10 per cent for all other 
participants will not be okayed by the Bu- 
reau of Internal Revenue. 


Funds under a qualified plan arising from 
forfeitures because of termination of service, 
or other reason, must not be allocated to the 
remaining participants in a manner that will 
effect the prohibited discrimination. What- 
provision is made for absorbing for- 
feitures under a stock bonus or profit-sharing 
plan, discrimination must not result. 


evel 


Contributions or benefits for the respec 
tive participants may vary provided that the 
plan in its over-all operations does not dis- 
criminate in favor of officers, etc. In some 
cases, benefits in a profit-sharing plan may 


vary by feason of a distribution formula 


which takes into consideration vears of serv- 
ice 


The law does not require that an employee 
be granted immediate vested rights in his 
employer’s contributions as a condition for 
qualification of a plan, and many provisions 
for vesting are in use, ranging from complete 
‘and immediate vesting through different 
forms of graduated vesting, upon completion 
of stated service or participation require- 
ments, to no vesting until attainment of nor- 
mal or stated retirement age 

A satisfactory 


vesting provision will of 


necessity depend on the facts in the partic 
lar case involved. For example, a company 


Bl 


which ordinarily employs few people obtains 
a defense contract, engages a larger number 


of employees to work on such contract, 
establishes a plan under which all employees 
are eligible to participate, makes contribu- 
tions on the basis of all employees, but 
vested rights are not granted until normal 
retirement age, and it has no need for the 
additional employees except for work on the 
defense contract. It is apparent that upon 
termination of the defense contract, if an- 
other contract is not obtained, the additional 
] will be 


employees released and whatever 


Tax-Wise 


credits may have inured to them under the 
plan will be forfeited. A favorable ruling 
on such a plan is not warranted unless satis- 
factory provision is made for effectuating 
benefits to all covered employees. This may 
be accomplished, for example, by granting 
fully vested rights after a reasonable waiting 
period. 


A plan will not qualify for tax exemption 
unless an employee who has reached the 
normal retirement age (in a pension or an- 
nuity plan) or the stated age (or other def- 
initely determinable event has transpired, in 
a profit-sharing or stock bonus plan), and 
has satisfied any reasonable and uniformly 
applicable requirements as to length of serv- 
ice or participation, is permitted to receive 
the benefits under the plan without the con- 
sent of the employer. This, however, does 
not preclude a provision for discontinuance 
of benefits to a retired employee for cause, 
which must be distinctly specified, such as, 
for example, taking a position with a com- 
petitor of the employer or divulging the 
employer’s trade secrets to competitors. 
Similarly, provision may be made for the 
granting of less liberal rights under such 
circumstances 
rights in 


Provisions for the vesting of 
employees, however, must not 
discriminate in favor of officers, shareholders, 
supervisors or highly compensated employees 


In pension and annuity plans which are 
based on a salary classification, that is, exclu 
sion of employees earning less than a spec 
ified amount, such as $3,000 or $3,600 per 
annum, the benefits under the plan must 
integrate with provided under the 
Social Security Act or similar public retire 


those 


ment plan 


The normal retirement age in a pension o1 
annuity plan is the lowest age specified in 
the plan at which the employee has the right 
to retire without the consent of the employer 
and retirement benefits based on 
service to date or retirement at the full rate 
set forth in the plan (that is, without actuarial 
or similar reduction j 


receive 


retirement 
Ordinarily, 
age under pension 
and annuity plans is 65, the same as the 


because of 
before some later specified age). 
the normal retirement 
retirement age in the old-age and survivors 
insurance provisions of the Social Security 
Act. A different age may be specified, pro 
vided that if it is lower than 65 it represents 
the age at which employees customarily 
retire in the particular company or industry 
and is not a device to accelerate funding. In 
profit-sharing or stock bonus plans, where 
there is a stated retirement age it is merely 


one of several events which may be desig 
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nated as fixing the time for making distribu- 
tions. Since the amount of the distributions 
is dependent upon profits, there is no defin- 
itely stated rate of benefits payable at such 
age Consequently, the stated retirement 
age in a profit-sharing or stock bonus plan 
does not have the same meaning as “normal 


retirement age” in a pension plan. 


An employee must be permitted to retire 
and to commence receiving benefits payable 
when eligible; however, arrangements ma‘ 
be made for continued employment beyond 
normal retirement Whatever prov 
sions are made, however, must be uniforml) 
applied to 


age 


all participants 


1 1 . ’ 


compensation (which may include 


Total 


bonuses, commissions or overtime pai 


basic compensation, or regular rate of c 


pensation may be used as a base in comput 


ing benefits and whatever is used must be 


uniformly applied to all 


plan. 


participants in the 


If compensation is adjusted to favor one 
or a select few, the plan may become dis 
criminatory in operation For example, ul 
der a 50 per cent fixed benefit plan, a $10,000 
who 
would be entitled to an ar 
nuity of $5,000, but if shortly before retir« 
ment his compensation is increased to $20,000 
per annum his retirement annuity computed 
on final salary would be $10,000, or 100 per 
cent of before the increase, 
whereas others would only be receiving 50 
per cent 


a year officer fulfills all requirements 


for retirement 


compensation 


Consistent and uniform bases of compen 
sation for determining benefits under a plan 
are essential in order to preclude the pro- 


hibited discrimination from materializing. 


Plans may include various modes of set 
tlement for 
plan tf, 


under the 
in determining the mode used tn any 


payment of benefits 


particular case, a more favorable treatment 
is not provided for employees who are officers, 
etc., than for other employees, and further, 
if, upon retirement, each participant is en- 
titled to a fully vested right in the amount 
which has been accumulated for his benefit 


Taxability of Trust Plans 
for Employees Clarified 


Section 165 (a) of the 
Code 


Internal Revenue 
federal income taxes 
certain pension, annuity, profit-sharing and 
stock-bonus-plan trusts 


exempts from 


There is a catch 
Meeting the “ifs” in 
the section is tricky business, and employers 
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have never been able to feel quite secure 
in claiming the exemption for such trusts. 


It was, therefore, good news last month 
when the Bureau of Internal Revenue an 
nounced, in Revised Ruling 28, IRB 1954-6, 
44, a procedure by which advance rulings 
on the taxability of 
tained from local 


such trusts can be ob- 


directors of internal 


revenue. 


The advance rulings are available for 
trusts as well as existing ones 
The bulletin describing the procedure gives 


complete details on the 


proposed 


manner in whicl 

applications for advance rulings are to be 

filed 
While 


ruling procedure 


taking advantage of the advance 
is not obligatory, an em 
ployer desiring to get the maximum allow 
able 


deduction on an employee's tru 


should do so 


Billion in Federal Taxes 
“Steels’’ Away 
\ billion 


the federal 
dow 


de lars or 


more in taxes Io! 


government flew out the 


win 
54-day steel strike last 


because of the 
year 

Nine ies, alone, paid 
$650,766,335 less taxes in 1952 than in 1951. 
(he amount was determined by the New 
York Stock Exchange in a compilation of 
the taxes paid by the nine companies for 
I years It 


leading steel compat 


€ two 


ascribed the drop in 
entirely to the strike. The 
rnment is larger 
1952 
companies might reasonably 


1951. 


, 
aimost 


AXeS 
1 1 ; 1 
probable ioss to the gove 


Since, if there had 


taxes of the 


been mn 


have been even larger than 


the government ¢ 
Jecause 


nine companies 


lants in other industries either 


slowed up oO! closed down. Their decreased 


earnings would also be reflected in smaller 


tax payments. 


¥ 1 se A f 
affected the earnings o 


The steel workers, 
a 


The strike also 


millions of workers. 
themselves, drew no pay and no taxes 
for nearly two months and the wages and 
taxes of other workers 


out the country 


scattered through 
were affected to an equal 
Further, stockholders’ 
reduced and they, in 
paid a smaller tax bill. 


The exact amount of the 
impossible to determine, but 
it cost the federal 
billion dollars. 
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dividends were 


turn, 


loss would be 
most likely 


; 
government well over a 





State Tax Calendar 


The State Tax Calendar includes the re- 
port and payment due dates for the impor- 
tant taxes—franchise, income and property. 
If the states in which you have interests are 
not listed, there are no franchise, income 
or property tax reports or payments due 
therein for the month covered. 


ARIZONA: May 4—- 


sciniannu al 


Property tax second 
installment due (last day). 


May 20—Property reports due (last day) 
ARKANSAS: May 15 


and information reports and payment of 


t installment of tax due 
ie and 


—Corpor ate income 


Personal in 


information reports and pay 


ment of first installment of tax due 


CALIVUREIA: May 25 


1e (last dav) 


» + 
] roperty repo1 


COL ce May 1- 


Property reports 


GEORGIA: May 1—Pr 


( inte ot 200,000 or more du 


TDATE: — 11—Propert 


mpanies except sleeping 


panies), railroads, transmission lines, 


phone and telegr: yh companies, and l 


line companies ~ 
ILLINOIS: May 1—Personal property tax 


ue in Cook County Real property tax 


stallment due in Cook County. 


nua 


INDIANA: May 1 roperty 


reports trom 


May 4. 
tallment due 
Property reports due (last dav) 
IOWA: May 1—Property reports of elec 


tric transmissi 


railroad car companies due 
Property tax semi: 


May 15 


annual ins 


mn line, telephone 
iph, electric light and 


and tele- 
power, gas 
waterworks and street railway companies 
Lui¢ 


LOUISIANA: May 15—C 


reports and 


rporate income 


payment of first installment 
-Personal income 


first 


of tax due.- reports and 


installment of tax due 


MINNESOTA: May 31—Property 


semiannual installment duc 


payment of 


tax first 


State Tax Calendar 


MAY 
[Sun MON TUE WED. THU 
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MISSISSIPPI: 


stallment due 


MISSOURI: May 1—Property reports from 
utilities due May 4—Property reports 
from merchants and manufacturers, and 
freight line, railroad and street railway 
companies due. 


MONTANA: May 30—Property tax reports 
and payment from telephone companies due 
May 31 
county due (last day).—Property tax semi- 
annual installment due. 


NEBRASKA: May 1—Real property tax 
May 20—Property 


nonresident 


May 1- 


Property tax in 


-Foreign corporation reports to 


first installment due 


reports from carriers 


due. 


NEW HAMPSHIRE: May 1—Personal 


income tax reports and payment due 
NEW JERSEY: May 1—Property tax 
quarterly installment due. 


NEW MEXICO: May 1 


—Property tax 


motor 


Franchise tax due 


semiannual installment due 


NEW YORK: May 15—Franchise (income) 


reports and payment of first installment 


of tax due. 


NORTH DAKOTA: May 1—Property r 


ports utilities due. 


OREGON: May 15 


installment due 


PENNSYLVANIA: May 15 


income 


from 


-Property tax quarterly 


Corporate 
tax second installment due.—Cor 


poration income tax second installment due 


RHODE ISLAND: May 1- 


(income) tax 


( orporation 
reports and payment for 


calendar year duc reports for 


. Fr anchise 


calendar year due 


SOUTH DAKOTA: May 30- 


corporati 


Domestic 
mn reports due (last day). 

TEXAS: May 1—Franc} 
VERMONT: May 15 


tax reports and 


lise tax due 


Corpor ition inc 


payment due 





VIRGINIA: May 1—Income information WEST VIRGINIA: May 31—Property tax 
reports from individuals due.—Individual semiannual installment due (last day). 
income reports due—TIntangible property 


reports due.— Property reports from car WISCONSIN: May 1—Property reports of 

companies, car trust and mercantile com- street railway, light, heat and power, air 

FaPEOn, SEPTCES COMPSRICE, MNT bus carrier, conservation and regulation, and 

transportation companies im cities and pipeline companies due. May 25—Property 
towns, pipeline transmission companies reports due 

and railway and canal companies due 

Tangible personal property reports due s 

, WYOMING: May 1—Property reports from 

WASHINGTON: May 1—Property reports railroads due. May 10—Property tax semi- 


from private car companies due. annual installment due 


STATES AMEND THEIR TAX LAWS 


Recent amendments to state tax load to be carried. Registration of 
laws include the following trucks and trailers is now based on 
Dtetn.“Thee eainte tax law | intervals of 500 pounds of maximum 
el 1¢€ - d > al rs lds . ° - . 
been amended to correct confusion gross weight instead of the 100-pound 
‘ t .< : ; 
rae ; : . a intervals formerly used Another 
existing in the collection of estate ; ; : 
v— ee section of the same act abolishes the 
taxes. The new provision states that ; : : 
2 , . exemptions previously granted from 
if any portion of the property is lo ; . ss : 
, the highway use tax for vehicles 
cated in another state or states an ; Fre ‘ ; 
: ‘Ei operating within zones established 
the other state or states participate in ) : ‘ i 
; by the Public Service Commission 
the federal credit allowable, the Ar : ’ “gee 
kansas tax shall be the provortio: and for those used exclusively within 
< < ad < 4 i -4 ) ) « . . . ™ . 
x BaP ates, _ the incorporated limits of a city or 
part of the credit which the Arkansas ; * gia! . 
village. Chapter 6, effective Febru 
property bears to the entire estate e2 
ary 10, 1953 





If the other state has a reciproca 
provision as to nontaxability of prop- North Dakota.—The state has ex 
erty of nonresidents, all the federal tended the due date for calendat 
credit allowable shall be paid to Ar year income tax returns from March 
kansas. Act 188, effective March 2, 15 to April 15 for all taxable years 
1953. beginning after December 31, 1951 

Georgia.—The state’s flirtation wit! S. B. 62. Another law permits taxes 
permitting accrual of federal income but not local assessments, paid or ac 
taxes has ended, and corporations crued upon property or business the 
which used the system during the income from which would be subject 
year it was in operation will have to to the income tax, to be deducted 
file amended returns or lose one year’s from gross income for every income 
deduction. The new law forbids ac year beginning after December 31 
crual for tax years ending after Feb 1952. H. B. 548. 
ruary 15, 1953. Act 326. 


Georgia has amended the definiti 


Utah.—The time for filing individ 
m ual income tax returns and for paying 


ax the tax is extended from March 15 
law to include any person who solicits to April 15 


of “dealer” in its sales and use t 


if on the calendar-yeat 

basis; and, if on the fiscal-year basis, 
by the distribution of catalogs or from the fifteenth day of the third 
other advertising matter and receives month to the fifteenth day of the 
fourth month following the close of 
the fiscal year. Applicable to returns 
and payments for taxable years be 


ginning after December 31, 195] Sk 
been reduced from three to two years B. 1. 


Act 241, effective February 25, 1953 


business either by representatives or 


and accepts orders from consumers in 
Georgia. Act 235, effective February 
25, 1953. The length of time for whic! 


records must be kept bv dealers has 


A similar act applies the same ex 

New York.—The definition of max- tension of filing date and payment to 
imum gross weight for trucks and corporation franchise taxes. To ap- 
trailers has been changed to mean _ ply to returns and payments due in 
the vehicle’s weight plus the heaviest 1953. S. B. 92. 
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City Tax Calendar 


May 1 Phoenix 
Tacoma 
Denvei 
Philadelphia New Orlean 


Phila 


York City 





helpful-informative 
CCH magazines 








TAXES—The Tax Magazine 


® This magazine is published to promote sound thought in economic, legal, and 
accounting principles related to all federal and state taxation. . . . To this end 
it contains signed articles on tax subjects of current interest, reports on pending 
tax legislation, court decisions and administrative rulings relating to tax laws, and 
other tax information, book reviews, etc. . . . The editorial policy is to allow frank 


discussion of tax issues. Subscription rate—$6.50 for 12 monthly issues. Write 
for sample copy. 


LABOR LAW JOURNAL 


© Specifically designed and edited to promote sound thinking on labor law prob- 
lems, the Labor Law Journal presents timely articles on the complex relationship 
of Law, Labor, Government, Management, and Union. Each month, it brings you the 
serious thinking, viewpoints, and attitudes of leaders in the field—on significant 
labor law problems. Specialists in the field treat troublesome phases of labor law 
in factual, hard-hitting articles. No punches are pulled—nothing is ‘‘slanted.”’ 
Issued monthly; subscription rate—$6 a year. Sample copy on request. 


INSURANCE LAW JOURNAL 


® Each month, this helpful magazine presents timely articles on pertinent subjects 
of insurance law, digests of recent decisions, comments on pending legislation, 
rulings of state commissioners and attorneys general, and other timely features. Ii 
is edited exclusively for insurance law men, by insurance law men. Emphasis is 
on the insurance law fields of Life, Health and:Accident, Fire and Casualty, Auto- 
mobile, and Negligence. Issued monthly; subscription rate—$10 a year, including 
a handsomesbinder for permanently filing a year’s issues. Send for a sample copy. 
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